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G)urt of Appeals of the District of Columbia 


No. 4829. 

Leo G. Hadley, Appellant, 
vs. 

COMMISSIOXEK OK IxTERXAL EeVEXUE. 


1 Docket 5383. 

Leo G. Hadley, 3247 Longfellow Blvd., St. Louis,:Mo., 

Petitioner, 

V. 

CoMMissioxEE OF Interxal Revexue, Respondent. 

_ _ I 

For the taxpayer: Luther F. Speer, Esq., F. A. Woodis, 
Esq. I 

For the Comm’r: A. H. Murray, Esq., T. M. Wilkins, 
Esq., A. Lisenby, Esq., L. W. Scott, Esq. 

Docket Entries. 

1925. I 

July 7. Petition received & filed. I 

“ 10. Copy of petition served on Solicitor. i 

“ 10. Notification of receipt mailed taxpayer. I 

“ 30. Answer filed by Solicitor. 

Aug. 5. Copy of answer served on taxpayer Ass%ned to 
Dec. 2/25. I 

Dec. 1. Motion for continuance filed by taxpayerj 
“ 2. Granted to Reserve “B.” Both sides nokfied. 

1926. 

Mar. 20. Stipulation as to facts filed. ! 

Aug. 6. Order to place on Day Calendar 8-25-26 signed & 
filed Both sides notified. 

“ 25. Hearing had, Mr. Murdock. Order to transfer 

from Reserve Cal. to General Cal, Oct. 19/26 on 
merits. 
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Sept. 15. Order of continuance from Eeserve Cal. to Gen. 

Cal. 10-19-26 on merits signed & filed. Both 
sides notified. 

Oct. 19. Hearing had before Mr. Sternhagen on merits. 
Briefs due in 30 days. No exchange. 

“ 25. Transcript of hearing 10-19-26 filed. 

Nov. 13. Motion for extension to 12-18-26 to file brief filed 
by G. C. 

“ 15. Stipulation filed. 

“ 15. Motion of 11-13-26 granted. Both sides notified. 

“ 18. Brief filed by taxpayer. 

Dec. 16. Motion for extension to 1-17-27 to file brief filed 
by G. C. 

Dec. 18. Granted. Both sides notified. 

1927. 

Jan. 12. Brief filed by G. C. 

Apr. 25. Findings of fact & opinion rendered. Judgmeiii 
will be entered on 20 days notice. Both sides 
notified. 

July 7. Motion for redetermination filed by G. C. 

“ 9. Notice allowing taxpayer until 8-27-27 to file al¬ 

ternative settlement for hearing 9-6-27. 

Sept. 6. Hearing had before Mr. Milliken on settlement. 
Assigned Mr. Sternhagen for order. 

“ 17. Order that respondent submit proposed order of 

redetermination under Kule 50 signed & filed. 
Both sides notified. 

Oct. 15. Motion for redetermination filed by G. C. 

“ 19. Notice allowing taxpayer until 11-23-27 to file al¬ 

ternative settlement for hearing 12-1-27. Fail¬ 
ure to do so, hearing set 11-28-27. 

Nov. 28. Hearing had before Mr. Arundell on settlement 
Rule 50. Assigned to Mr. Sternhagen for 
order. 

“ 29. Judgment entered. 

1928. 

May 22. Agreement for review by Ct. of Appeals of D C 
filed. 

“ 22 . Petition for review with assignments of error filed 

by taxpayer. 
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May 22. 


Proof of service filed. 

Praecipe with proof of service filed by taxpayer. 

Statement of evidence lodged. 

Notice of hearing 8-8-28 with proof of service 
thereon of statement filed by taxpayer. 

Order extending the time for preparation of evi¬ 
dence to 8-8-28 & for transmission of record 
papers to 8-20-28 entered. 

Objection to statement of evidence filed by G. C. 

Hearing had before Mr. Sternhagen on settlement 
of record. Comm’r to submit memoraiidum of 
authorities on jurisdiction. Revised statement 
of evidence to be submitted by taxpayer for 
approval. 

Statement of evidence lodged. (Amended.) 

Proof of service of statement for hearing 8-30-28 
filed. 

Motion to enlarge time to prepare evidence to 20 
days from Aug. 20/28 filed by taxpayer!. 

Order enlarging time to Aug. 30/28 for ^rrepara- 
tion of evidence sur petition for review & to 
9-10-28 for transmission of record papers en¬ 
tered. 

Objections to amended statement of evidence filed 
by G. C. 

Motion for continuance to 9-5-28, consented to by 
G. C., filed by taxpayer. 

Motion granted. 

Hearing had before Mr. Sternhagen to settle rec¬ 
ord. Narrative statement approved jivith ex¬ 
ception to respondent. 

Order approving statement & granting exception 
to respondent entered. I 

Narrative of evidence approved & ordered filed. 


Now, September 7,1928, the foregoing docket entjries cer¬ 
tified from the record as a true copy. 

[Seal XJ. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Cleric U. S. Board of Tax A'^peals. 

D. 
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3 Filed July 7, 1925. 

United States Board of Tax Appeals. 

Docket No. 5383. 

Appeal of Leo G. Hadley, 3247 Longfellow Blvd., St. Louis, 

Missouri. 

Petition. 

The above-named taxpayer hereby appeals from the de¬ 
termination of the Commissioner of Internal Revenue set 
forth in his deficiency letter (IT :PA :1-10K :101) dated 
June 20, 1925, and as the basis of its appeal sets forth 
the following: 

1. The taxpayer is an individual residing at 3247 Long¬ 
fellow Boulevard, St. Louis, Missouri. 

2. The deficiency letter, a copy of which is attached, was 
mailed to the taxpayer under date of June 20, 1925. 

3. The taxes in controversy are income and surtaxes for 
the calendar years 1917, 1918 and 1919 and are less than 
$10,000.00, to*wit: $9,464.18. 

4. The determination of tax contained in the said de- 
ficienc}^ letter is based upon the following errors: 

{a) The Commissioner has erred in computing tax upon 
an amount of $56,350.83 alleged by him to have been re¬ 
ceived by the taxpayer as dividends from the Hadley-Dean 
Glass Company, St. Louis, Missouri, of which the taxpayer 
was a stockholder, during 1917. 

{h) The Commissioner has erred in computing tax upon 
the sum of $27,803.71 alleged by him to have been divi¬ 
dends received by the taxpayer from the same source as 
above, during 1918. 

4 (c) The Commissioner has erred in holding that 
the alleged dividends upon which tax was computed 

at 1918 fates accrued to the taxpayer as of January 2, 
1917, instead of December 31, 1916. 

{d) The Commissioner has erred in holding that the al¬ 
leged dividends upon which tax was computed at 1919 rates 
accrued to the taxpayer on January 2, 1918, instead of De¬ 
cember 31, 1917. 
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I 

5. The facts upon wlj'cli the taxpayer relies as the basis 
of his appeal are as follows: 

(a&b) In 1897 Leo G. Hadley, who for many ^^ears prior 
thereto had been and was then employed as salesman and 
buyer in the plate and window gluss business, and Owen 
N. Dean, his father-in-law, who had lately retired from the 
hay and grain commission business, established the Had- 
ley-Dean Glass Company, and organized a corporation 
under the laws of Missouri under which to catry on its 
business with a capital stock of $20,000.00 fully paid* in cash, 
of 200 shares of the par value of $100.00 each. ■ Mr. Dean 
subscribed and paid for 105 shares, IMr. Hadley, 94 shares, 
and the other share was issued to George P. Hefferman, 
another son-in-law of Mr. Dean; three stockholders and 
directors being required by the laws of the Stafe of Mis¬ 
souri. I 

From the first, the entire management of the business 
was in the hands of Mr. Hadley, who was made i the presi¬ 
dent and who alone had any practical knowledge of the 
glass business. Mr. Dean was made secretary and treas¬ 
urer, and, as such, kept the company’s bank boqk and its 
general ledger. He had had no experience in boiokkeeping 
or accountancy and he kept these books and made annual 
statements therefrom by a method and in a njianner all 
his own. 

Up until the year 1910, the directors held annual 
5 meetings in December of each year and declared 
dividends upon the stock of the corporation. Subse¬ 
quent to 1910, however, no such dividends were declared 
and Mr. Dean upon the books of the company Arbitrarily 
credited himself with one-half of the earnings ojf the cor¬ 
poration and Mr. Hadley ■with one-half. Neither Mr. Dean 
or Mr. Hadley ever withdrew any part of thesej earnings 
so credited to them nor did they, in fact, recei'^e interest 
thereon. The amounts credited by Mr. Dean tjo the ac¬ 
counts of Messrs. Hadley and Dean were obtained by him 
from the balance sheets prepared at the end of the year 
but were never distributed and were impossible of being 
drawn from the company as the same constituted the capi¬ 
tal used in the operation of the business. The andounts ap¬ 
pearing upon the books of the Hadley-Dean Glass Com¬ 
pany were conceived by the Eevenue Agent iuaking a 
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report upon the corporation taxes as dividends and as such 
taxable to the stockholders in whose accounts the balances 
appeared. These so-called dividends were never paid and 
could not have been paid and the resulting tax to the in¬ 
dividuals computed upon the amounts alleged to have been 
dividends accruing to them was erroneously computed. 

(c&d) The Revenue Agent reporting the amounts of 
alleged dividends taxable to the stockholders of the Had- 
ley-Dean Glass Company, of wliich the taxpayer herein 
was one, reported that the alleged dividends were received 
by the stockholders as of January 2, 1917, and January 2, 
1918, while the balance sheets of the corporation show that 
the amounts credited by Mr. Dean to the two stockholders 
were credited as at the end of the year in which the alleged 
dividends were earned, namely, December 31, 1916, and 
December 31, 1917, and that if the alleged dividends are 
proven to be such by the Commissioner in this proceeding, 
that the same should be reallocated into the years 
6 which the books of the corporation show they were 
earned and entries made upon said books to the 
credit of the stockholders. This statement of facts does 
not concede that the so-called dividends are such in fact. 

6. The taxpayer in support of his appeal relies upon the 
following propositions of law: 

(a) That certain entries upon the books of the Hadley- 
Dean Glass Company under accounts entitled with the 
names of the stockholders of the corporation did not con¬ 
stitute dividends to such stockholders and are not taxable 
to them. 

(h) That if it is held by this board that the alleged divi¬ 
dends are taxable to the stockholders as such, then the 
same should be taxable during the year in which the 
amounts were earned and appeared upon the balance 
sheets. 

Wherefore the taxpayer respectfully prays that this 
board may hear and determine his appeal. 

LUTHER F. SPEER, 

FRED A. WOODIS, 

Counsel for Taxpayer, 

1003 Munsey Building, Washington, D. C. 
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7 Affidavit. \ 

State of Missouri, | 

County of City of St. Louis, ss: \ 

( 

Leo G. Hadley, being duly sworn, deposes and says that 
he is the taxpayer named in the foregoing petitipn, that 
he has read the said petition, or had the same readi to him, 
and is familiar with the statements therein contained, and 
that the facts therein stated are true, except such jfacts as 
are stated to be upon information and belief, and those 
facts he believes to be true. i 


LEO G. HADLEY. 


Subscribed and sworn to before me this 3rd day bf July, 
1925. 

[Seal of Henry L. Stadler, Notary Public, City of St. 
Louis, Mo.] i 

HENRY L. STADLER, 

Notary Public. 

My term expires October 12th, 1927. 


8 IT :PA :1. 
ICK :101. 


Mr. Leo G. Hadley, 

3247 Longfellow Blvd., 
St. Louis, Missouri. 



June 20,: 1925. 

( 


Reference is made to your protest submitted un(^er date 
of February 20, 1925, in regard to the rejection pf your 
claims in abatement of $7,149.05 for 1917 and $16,331.91 for 
the years 1917,1918 and 1919. i 

Since the records of this office disclose that the! tax of 
$7,149.05 for 1917 has been assessed, the rejection pf ymr 
claim in abatement for that amount was erroneousi Y )ur 
claim for this amount will be allowed in full. 

In your protest you contend that the amounts represent¬ 
ing dividends, from the Hadley-Dean Glass Company, in¬ 
cluded as income for 1917 and 1918 by the Revenue Agent 
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in his report of May 26,1921 are r.ot taxable to you for the 
reason that the amounts in question were merely book 
entries and were never, in fact, received by you. 

You are advised that it has been consistently held by this 
Bureau that dividends in a close corporation are not re¬ 
quired to be formally declared, and where an amount is 
credited to the stockholder on the books of the corporation, 
it constitutes a dividend payment as of the date credited. 

The Bureau concedes your contention that the income 
taxes paid by the corporation for the years in question 
should be deducted before allocating the earnings for divi¬ 
dends. 

The records of this office disclose that the amount avail¬ 
able for distribution from the 1916 earnings of the Hadley- 
Dean Glass Company, on January 2, 1917, was $119,895.38 
(total earnings $122,342.22 less income taxes $2,446.84). 

Since you held 94 of the 200 shares of the corporation, 
your share of these dividends is $56,350.83 instead of $60,- 
855.23 as determined by the examining officer. 

Since the dividend payment was credited to 3 mur account 
January 2, 1917, this office holds that this income should 
be included in j’our 1917 return but taxable at 1916 surtax 
rates. 

After careful consideration of the information submitted 
this office does not feel warranted in making anj* change 
from the action of the Revenue Agent %vith regard to the 
item of $8,775.97 classified by him as a dividend. 

9 As a result of the adjustment in the amount of 

dividends taxable at 1918 rates, the total tax liability 
for 1917 has been reduced to $2,834.40. 

Since $10,213.89 ($2,146.18, $818.68 and $7,149.05) has 
been assessed and the correct tax liabilit\" is $2,684.40 there 
has been an overassessment of $7,329.49. 

Therefore j’our claim for this j’ear will be allowed for 
that amount. 

The records of this office disclose that the amount avail¬ 
able for distribution as dividends from the Hadley-Dean 
Glass Company in 1918 was $58,731.39 (total earnings $137,- 
687.30 less income taxes $78,956.01). 

Your share of this amount, 94/200, is $27,003.71 instead 
of $60,667.49 as determined b}’ the examining officer. 
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Since tliis amount was credited to your account ;On the 
books of the corporation Jannuary 2, 1918, this office holds 
that this amount represents dividends, taxable al; 1918 
rates, the year in which paid, regardless of when the earn¬ 
ings or profits out of which they were paid, were accumu¬ 
lated. 

As the result of the adjustment of this item the correct 
taxable income for 1919 is $46,6.38.57 and the correct tax 
liability $6,479.13. 

Since $16,424.53 ($2,218.45, $142.00 and $14,064.08) has 
been assessed and $6,479.13 is the correct tax liability there 
has been an overassossment of $9,946.40. 

Therefore your claim for 1918 will be allowed f6r that 
amount. 

No adjustment has been made in your 1919 return and 
the rejection of your claim in abatement for $121.65 is 
correct. 

The overassessment shown herein will be made the sub¬ 
jects of certificates of overassessment which will reach you 
in due course through the office of the Collector of Internal 
Revenue for your district. If the taxes in question have 
not been paid, the amounts will be abated by the Collector. 
If the taxes have been paid, the amounts of overpayment 
will first be credited against unpaid income tax for another 
year or years and the balance, if any, will be refunded to 
you by check of the Treasury Department. It will thus 
be seen that the overassessments do not indicate the 
amounts which will be credited or refunded since portions 
may be assessments which have been entered but not paid. 

In accordance with the authoritv conferred bv vou in a 
power of attorney on file in this office a copy of this letter 
is being forwarded your attorneys, Mr. Speer apd Mr. 
"Woodis. I 

Under no circumstances should payment of the amount 
rejected be made until a bill is received from the Collector 
of Internal Revenue for your district and remittance should 
then be made to him. ' 

Respectfully, 


J. 0. BRICEU, 
Deputy Commissioner. 

I 


I 


FED:EIN:2. 

2_4829g 
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Now, September 7, 1928, the foregoing petition certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.1 

B. D. GAMBLE, 

Clerh U. S. Board of Tax Appeals. 

10 Filed Jul. 30, 1925, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No. 5383. 

Appeal of Leo G. Hadley, 3247 Longfellow Blvd., St. Louis, 

Missouri. 

Answer. 

The Commissioner of Internal Revenue by his attorney, 
A. W. Gregg, Solicitor of Internal Revenue, for answer to 
the petition of the above-named taxpayer, admits and 
denies as follows: 

(1) Admits the allegations contained in paragraphs 1, 2, 
and 3 of the petition. 

(2) Denies that the Commissioner erred in including as 
part of the taxable income the amount of $56,350.83 as divi¬ 
dends for 1917. 

(3) Denies that the Commissioner erred in including as 
part of the taxable income the amount of $27,603.71 as divi¬ 
dends for 1918. 

(4) Denies that the Commisioner erred in holding that 
the said dividends accrued after December 31, 1916. 

(5) Denies that the Commisioner erred in allocating divi¬ 
dends received to the proper taxable year. 

(6) Denies generally and specifically each and every alle¬ 
gation contained in taxpayer’s petit on not hereinbefore ad¬ 
mitted, qualified, or denied. 

r 

Proposition of Law. 

Section 31(&) of the Revenue Act of 1917 provides that 
dividends shall be taxable in the year in which received 
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with certain exceptions not applicable to the facts iinvolved 
in this case. 

11 (2) Section 201 of the Revenue Act of 11918 pro¬ 
vides that dividends shall be included in income in 

the year in which received. 

Wherefore it is prayed that the taxpayer’s pejtition be 
dismissed and the appeal denied. 

A. W. GREGG, 

* I 

Solicitor of Internal Revenue, 
Attorney for Commisioner of Internal Reioenue. 

Of counsel: 

R. D. SMITH, I 

Special Attorney, .| 

Bureau of Internal Revenue. 

I 

Now, September 7, 1928, the foregoing answer icertified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] ; 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

I 

12 A true copy. j 

Teste: 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

United States Board of Tax Appeals, j 

i 

Docket 5383. | 

Leo G. Hadley, Petitioner, I 

I 

Commissioner of Internal Revenue, Respondent. 

1 

Promulgated April 25, 1927. l 

Amounts credited by a close corporation to its principal 
stockholder as a distribution of earnings in the shme ac¬ 
count with other substantial credits consistently over a 
period of years, from which account the stockholder with¬ 
drew varying amounts at his pleasure, while anothdr stock- 
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holder vas regularly paid his distributive share of earn¬ 
ings in cash, and there being no evidence as to whether the 
return and acocunts of the stockholder were on the receipts 
or the accrual basis, held the amounts so credited are in¬ 
come to him. 


Luther F. Speer, Esq., and Fred A. Woodis, Esq., for the 
petitioner. 

A. H. Murray, Esq., for the respondent. 

This proceeding involves an aggregate deficiency of 
$9,464.18 for the calendar years 1917, 1918, and 1919. The 
controversv arises bv reason of the fact that the Commis- 
sioner included in the petitioner’s income as dividends cer¬ 
tain amounts credited to the petitioner on the books of a 
corporation of which he was one of the principal stock¬ 
holders. ilost of the facts are stipulated by tlie parties, 
and are hereafter set forth in the form stipulated. 

Findings of Fact. 

The petitioner is an individual residing in St. Louis, 
Missouri. 

The Hadley-Deau Glass Company is a corporation or¬ 
ganized under the laws of the State of ^Missouri in 1897. 
Its business is the manufacture and sale of plate and win¬ 
dow glass. The following is a list of the stockholders and 
a statement of their holdings from the date of organization 
through the taxable years involved in this proceeding: 


Owen M. Dean. 105 shares. 

Leo G. Hadley. 94 shares. 

George G. Heffernan. 1 share. 


13 From 1898 to 1910, the directors of the corporation 
held annual meetings in December and declared divi¬ 
dends to the stockholders. The last express declaration of 
dividendsiwere declared for the purpose of enabling the 
that year/and the dividend was credited to the stockholders 
on the books of the company on January 1, 1910. The cor¬ 
poration did not own a building in which to do business 
nd these dividends were declared for the purpose of en- 
bling the two principal stockholders, Dean and Hadley, to 


/ 0 
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I 

accumulate sufficient funds with which to build a building. 

From 1897 up to and including 1910 tlieve wei’e also 
credits to the account of the petitioner for salary, interest, 
and cash contributed to the business bv liim. ; 

w < 

From 1910 to 1918, inclusive, there were no express decla¬ 
rations of dividends by the board of directors! Heffernan 
was paid 1/200 of the not earnings, and the balance of the 
earnings w’as allowed to remain in the business, one-half 
being credited to Dean and one-half to petitioner, notwith¬ 
standing the fact that Dean owned 105 shares and petitioner 
94 shares of the stock of the corporation. Thq accounts of 
both these individuals were also credited wfth salaries, 
rentals, and an equal amount of interest, computed some¬ 
times upon the basis of the capital stock of the i corporation 
and sometimes with additional amounts which appear to 
have been computed in various ways, sometimes upon 
monthly balances, sometimes ui)on individual! loans, and 
sometimes in an amount which Dean supposed iwas a legal 
interest deduction for income tax purposes under the then 
existing tax laws. An accurate determination of the basis 
in each case is not possible from an examinaition of the 
books. The rate of interest used in computihg interest 
credits varied for the different years. The anounts 
credited were arbitrary and generally at much less than 
the legal rate. 

14 The books were kept in an unscientihe manner. 

Dean acted as bookkeeper, and Hadley, who is not 
an accountant or bookkeeper, occasionally madei an inspec¬ 
tion to determine whether or not they were in his judgment, 
correct. ! 

The earnings of the corporation for the calendar year 
1916 amounted to $122,342.22. After the payment to Hef¬ 
fernan of his share of the earnings, $611.76, the balance was 
credited in equal amounts of $60,865.23 to the petitioner and 
Dean. The earnings of the corporation for the calendar 
year 1917 amounted to $125,763.80. After the iDiayment to 
Heffernan of his share, $628.82, the balance wais credited 
in equal amounts of $62,567.49 to the accounts of the peti¬ 
tioner and Dean. The earnings of each year were credited 
to the accounts on January 2 of the following yehr. 

The Commissioner made several adjustments in the 
amounts credited to the stockholders’ accounts for taxes 
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accruing against the income of the coqioration and certain 
other minor matters. An adjustment of the earnings was 
also made upon the basis of the percentage of stock owner¬ 
ship of the two principal stockholders. Of the $60,865.23 
of the earnings for the year 1916 credited to the petitioner’s 
account on January 2,1917, the respondent determined that 
$56,350.83 was a dividend to the petitioner in the year 1917. 
Of the $62,567.49 of the earnings for 1917 credited to the 
petitioner’s account on January 2, 1918, the respondent de¬ 
termined that $27,603.71 was a dividend to the petitioner in 
1918. 

The following salaries were credited to the petitioner’s 
account during the years stated: 


1910. 

. $12,500 

1915. 

. $10,000 

1911. 

. 12,500 

1916. 

. 10,000 

1912. 

. 15,000 

1917. 

. 2,000 

1913. 

. 17,500 

1918. 

. 15,000 

1914. 

. 10,000 



15 During the years from 1910 to 1917, inclusive, the 
corporation credited to the accounts of the petitioner 
and Dean the following equal amounts for the rent of the 
building occupied by the corporation and owned and built 
by them from the dividends declared prior to 1910: 


1910. 

. $7,500 

1914. 

. $3,750 

1911. 

. 7,500 

1915. 

. 3,750 

1912. 

. 8,750 

1916. 

. 3,750 

1913. 

. 5,625 

1917. 

. 1,875 


As to 1916 additional credits were made to the accounts 
of the two stocldiolders of $8,775.97 each, which was one- 
half of a discrepancy between the bank balance of the cor¬ 
poration and the balance sheets of the corporation, the dis¬ 
crepancy having been discovered by a revenue agent. A 
similar credit of $7,308.08 to the petitioner’s account was 
made as to 1917, covering an accumulation in the bank bal¬ 
ance of the corporation. 

The balance on the petitioner’s account as of January 1, 
1910, the credits to the account subsequent to that date of 
earnings, other credits excluding earnings, total credits, 
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I 

withdrawals, the balance excluding earnings, and the bal¬ 
ance including earnings, are as follows: 



Total 




Balance 

Balance 


credits 


Total 

With- (excduding 

; including 


(excluding 


credits, bal. 

drawals 

earnings) 

earnings) 

Tear. 

earnings). 

Earnings. 

per books. 

Jan. 1,1910. 

$72,659.25. 

$72,659.25. 

1910 ... 

$20,600.00 


$20,600.00 

$16,440.47 

76,818.78 

76,818.78 

1911 ... 

24,r>03.5S 


28,197.13 

16,257.39 

064.97 

88,758.52 

1912 ... 

24,.3.50.00 

1,879.85 

26,229.85 

38,719.84 

70,095.13 

76,268.53 

1913 ... 

25.a31.91 

2,812.71 

28,444.02 

14,182.19 

82,144.85 

90.530.96 

1914 ... 

18,7;56.5S 

9,730.13 

28.472.71 

13,139.28 

87,742.15 

91,493.10 

195,864.39 

1915 ... 

16,828.00 

477.98 

17,305.98 

13,077.05 

110,093.32 

1916 ... 

10.878.12 

4,706.32 

21,584.44 

19,279.35 

89,091.87 

112,.39S.41 

1917 ... 

IG.SSiYSe 

00,805.23 

76,750.55 

90,295.78 

8,681.41 

92,853.18 

1918 ... 

22^508.08 

62,567.49 

84,875.57 

17,950.12 

13,039.37 


16 During the year 1918 the books of the Hadley-Dean 
Glass Company were audited by public accountants 
and a modern accounting system installed. In connection 
with this audit the amounts to the cerdit of Hadley and 
Dean on the books of the corporation were credited to the 
surplus account set up by the accountants making the audit 
and were subsequently considered as surplus by the re¬ 
spondent. 

All purchases made by the Hadley-Dean Glass Oompany 
were paid for in cash within 10 days from the datejs of the 
invoices, and advantage taken of cash discounts obtained 
thereby. The merchandise purchases from December, 
1916, to June, 1918, which were paid for in cash, are as fol¬ 
lows : 


1916. 

1917. 


December ... 

. . . $90,418.59 September ... 

.. $20,012.72 

1917. 

October. 

.. 28,465.23 

January .... 

... 44,420.18 November .... 

.. 30,571.55 

February ... 

... 39,461.14 December .... 

.. 5,478.38 

March. 

.. . 21,951.52 1918. 

; 

April. 

... 23,763.48 January . 

.. 26,660.45 

May. 

. .. 17,519.74 February .... 

.. 16,408.56 

June. 

... 26,126.30 March. 

.. 53,553.63 

July. 

... 24,264.84 April. 

.. 5d,162.68 

August . 

... 31,554.15 May. 

.. 42,935.62 


June. 

.. 36,302.71 
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Tlie balance sheets of the corporation as of December 31, 
1916, and December 31,1917, are as folloY’s: 


Assets: 

Cash .: 

Merchandise .. 

Fixtures . 

Accounts receivable 


He<-. 31.191G. Dec. 31,1917. 

$36,589.18 $88,175.05 

201,125.93 166,444.61 

4,015.00 4,436 00 

83,182.78 75,418.79 


Liabilities: 


$324,912.89 $334,474.45 


Accounts payable . $9,197.78 

Capital stock . 20,000.00 

Due Hadley. 112,398.88 

Due Dean . 62,398.88 

Balance—Gain from operations. 120,917.35 


$3,158.76 
20,000.00 
90,853.65 
91,020.95 
129,441.09 


$324,912.89 $334,474.45 

17 The inventories of the corporation on hand at De¬ 
cember 31,1916, and December 31, 1917, consisted of 
polished plate glass and window glass, and the stock of such 
glass contained in the inventory was necessary in the opera¬ 
tion of the business of the Hadley-Dean Glass Company. 
The accounts receivable as of the same dates represented 
amounts due the corporation for the work of installing glass 
in buildings. 

Opinion. 

Stern HAGEX: 

The respondent, after an examination of the books of the 
Hadley-Dean Glass Company, and as the basis for his deter¬ 
mination of the deficiency in question, has included within 
the petitioner’s income certain amounts found to have been 
credited to him on the books of the corporation as his dis¬ 
tributive share of the annual corporate earnings. The peti¬ 
tioner contests this because it attributes to him income 
which he alleges was never in fact received and was not in 
truth available for his use and enjojnnent. Thus the issue 
offered by petitioner is primarily one of fact provable by 
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evidence. It is veil establislied, as urged by petitioner’s 
counsel, that in a close corporation sucli as this theiformal- 
ity of corporate action as between the corporation! and its 
stockholders is not of primary importance. Corporate 
earnings mav be distributed with the effect of dividends, 
although formal declaration by the usual resolution| has not 
been made. The consideration in such cases is necessarily 
concerned largely with whether the evidence indicates a 
dividend or othervvise. 

That there was in fact a consistent accounting by the cor¬ 
poration reflecting an annual distribution of its earnings 
to the stockholders, is plain. The petitioner, however, in¬ 
sists that such accounting does not truly reflect thg fact. 

The corporation credited to the stockholders not only 
salaries, rent, and an amount ambiguously cjjilled in- 
18 terest, but also a distribution of the earnings, not ex¬ 
actly ill accordance with stockholdings but iupoii a 
basis satisfactory to the stockholders themselves. From 

I 

these personal accounts the stockholders actually drew 
whatever cash thev desired. Sometimes, as shown! bv the 
stiiHilated tabulation, these cash withdrawals wijre less 
than the annual credits, and sometimes more. Sd far as 
appears, there was no consistent relation between ithe an¬ 
nual credits and the annual withdrawals. As to the minor¬ 
ity stockholder, however, there was a consistent ea|sh pay¬ 
ment to him of his pro rata share of the earnings. It is 
said that this payment to him was not made as a distribu¬ 
tion but rather as additional compensation for attendance 
at directors’ meetings, but we cannot accept this as correct. 
Thus it appears that one stockholder actually received his 
distributable share of the earnings each year, and! the re¬ 
maining two stockholders, both of whom were actively in 
control of the business and its funds, caused thciii shares 
of the earnings to be credited to their personal aiceounts 
and withdrew them or not, at their pleasure. 

A question of first importance is left entirely unaiiswered 
by the evidence, and that is whether the petitioner accounted 
for his income on the basis of actual receipts or on the basis 
of accruals. The stipulation ignores the question aijid Had¬ 
ley as a witness did not know. Clearly on the accrual basis 

3—4829a 
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the credits were income. On the receipts basis, the evidence 
leaves it too uncertain to sustain the petitioner. Having 
it entirely -within his power to withdraw the earnings, hav¬ 
ing caused the corporation to credit the amount, together 
■with other substantial amounts, to his personal account, and 
having in fact withdrawn amounts indiscriminately from 
this personal credit, there is substantial warrant for the 
Commissioner’s determination, and in our opinion the pe¬ 
titioner has not proven his cause. 

Judgment will he entered on 20 days’ notice, tinder Rule 
50 . 

Now, September 7, 1928, the foregoing findings of fact 
and opinion certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

D. 

19 United States Board of Tax Appeals, Washington. 

Docket No. 5383. 

Leo G. Hadley, Petitioner, 


v. 

Commissioner of Intern.a.l Revenue, Respondent. 

Judgment. 

The respondent having filed a proposed judgment pur¬ 
suant to the Board’s report of April 25, 1927, 6 B. T. A. 
1031, in the above entitled proceeding, and hearing thereon 
having been had after notice, and no one appearing in op¬ 
position thereto, it is ordered, adjudged, and decided that 
for the following years there are deficiencies as stated: 


1917 .$1,965.74 

1918 . 4,117.68 

1919 . 121.65 


J. M. STEINHAGEN, 

Member United States Board of Tax Appeals. 






LEO G. HADLEY VS. COMMISSIONEE OF INT. EEV, 


19 


Enter. Nov. 29, 1928. ; 

A true copy. I 

Teste: 

B. D. GAMBLE, | 

Clerk U. S. Board of Tax Appeals. 

Now, September 7,1928, the foregoing judgment (Certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLEJ, 

Clerk U. S. Board of Tax Appeals. 

D. 


20 Filed May 22,1928. i 

In the Court of Appeals of the District of Columbia. 

I 

No. —. 

I 

I 

Leo G. Hadley, Petitioner, 

V. 

CoMMissioNEE OF IxTEBNAL REVENUE, Respondent. 

Petition for the Review of Decision of the United States 

Board of Tax Appeals. 

To the Honorable the Chief Justice and Associate Justices 
of the Court of Appeals of the District of Columbia; 

Leo G. Hadley, the petitioner in this proceeding is ag¬ 
grieved by a certain decision of the United States Board of 
Tax Appeals rendered on April 25, 1927 in the cas4 of Leo 
G. Hadley, Petitioner, v. Commissioner of Internal Reve¬ 
nue, Respondent, No. 5383 of the docket of the Board, and 
respectfully submits his petition for a review thereof by the 
Court of Appeals of the District of Columbia, the| parties 
having agreed that the review shall be in this Court, as evi¬ 
denced by stipulation filed with the Clerk of the Board. 
The petitioner respectfully shows to this Honorable 

21 Court as follows; 
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I. 

Statement of the Nature of the Controversy. 

1. Under date of June 20, 1925, the Commissioner of In¬ 
ternal Revenue addressed a letter to petitioner showing a 
proposed determination of tax liability for the taxable years 
1917,1918 and 1919. On .July 10,1925, petitioner filed* with 
the United States Board of Tax Appeals in accordance with 
the provisions of the Revenue Act of 1924 its i)etition re- 
(juesting a redetermination of the deficiencies in income and 
surtaxes as shown in the letter of determination as afore¬ 
said, and said petition alleged as follows: 

That the i)etitioner was during the calendar years 1917, 
1918 and 1919, being the taxable years aforesaid, an indi¬ 
vidual residing at 3247 Longfellow Boulevard, Saint Louis, 
Missouri. 

That in 1897 petitioner, who for many years i)ri()r thereto 
had been and was then employed as salesman and buyer 
in the plate and window glass business, and Owen M. Dean, 
his father-in-law, who had latelv retired from the hav and 
grain commission business, established the ITadley-Dean 
Glass Company, a corporation organized iinder the laws of 
the State of Missouri for the purpose of carrying on 
22 a plate and window glass business with a capital 
stock of $20,000.00, being 200 shares of the par value 
of $100.00 each, full paid in cash, said Dean subscribing and 
paying for 105 shares, petitioner 94 shares, the other share 
being issued to one George F. ITeffernan, as son-in-law of 
Mr. Dean, three stockholders and directors being required 
by the laws of the State of Missouri. 

That from the first, the entire management of the busi¬ 
ness was in the hands of petitioner who was made the presi¬ 
dent of the corporation and who alone had any practical 
knowledge of the glass business; Mr. Dean being made sec¬ 
retary and treasurer and as such keeping the company’s 
bank book and its general ledger, said Dean having had no 
experience in bookkeeping or accountancy and keeping said 
books and making annual statements therefrom by a method 
and in a manner of his ovm. 

That up until the year 1910, the directors held annual 
meetings in December of each year and declared dividends 
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upon the stock of the corporation, but that subseqjuent to 
1910 no such dividends were declared, and said Dean upon 
the books of the company arbitrarily credited himself with 
one-half of the earnings of the corporation and pejtitioner 
with one-half, neither Dean nor petitioner ever withdrawing 
any part of these earnings so credited to them norj in fact 
receiving interest thereon. 

23 That the amounts credited bv Dean to hhe ac- 
counts of Hadley, the petitioner, and Dean ^feve ob¬ 
tained by him from balance sheets prepared at tliQ end of 
the year but were never distributed and were impossible of 
being drawn from the company as the same constituted the 
capital used in the operation of the business. 

That the amounts appearing on the books of the Jladley- 
Dean Glass Company were conceived by a Eevenue Agent 
examining the returns of said corporation to be di^ndends 
and as such taxable to the stockholders in whose accounts 
the balances appeared. 

That these so-called dividends were never paid aijd could 
not have been paid. 

That the entries upon the books of TTadley-Deah Glass 
Company under accounts entitled with the names of the 
stockholders of the corporation did not constitute dividends 
to said stockholders and are not taxable to them. 

2. Thereafter on July 30, 1925, the respondent filed with 
the said Board his answer to the said petition wljiich ad¬ 
mitted that the taxpayer was an individual residingiat 3247 
Longfellow Boulevard, Saint Louis, Missouri; that! the de¬ 
ficiency letter was mailed to the petitioner under 'date of 
June 20,1925 showing deficiencies in tax for the years 1917, 
1918 and 1919 in the aggregate sum of $9,464.18; but deny¬ 
ing each and every other fact alleged in the said peti- 

24 tion. I 

3. The cause, being at issue, under the rules of 
practice of said Board upon the filing of such answep, and in 
pursuance of certain orders of continuance issued |by said 
Board, duly came on for hearing on October 19, ;192n at 
which time the petitioner by competent witnesses gnd evi¬ 
dence submitted testimony in support of the allegation: as 
aforesaid. Thereafter on April 25, 1927, the sai4 Beard 
rendered its findings of fact in substantial accordance with 
the facts as alleged in the petition and as hereinbefore set 


I 
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forth together with an opinion in which it was held that the 
amounts credited on the books of Hadley-Dean Glass Com¬ 
pany to the account of petitioner herein was a distribution 
of earnings to petitioner and as such the amounts so cred¬ 
ited were income to him and by its decision approving the 
determination of tax liability as made by the Commissioner 
of Internal Eevenue in his notice of deficiencv aforesaid. 
On November 29,1927, the said Board entered its final order 
of determination approving deficiencies as determined by 
the respondent as follows: 


1917 .$1,965.74 

1918 . 4,117.68 

1919 . 121.65 

25 II. 


Designation of Court of Keview. 

The petitioner, being aggrieved by the said findings of 
fact, opinion, decision and order of the Board desires a 
review thereof in accordance with the provisions of Sec¬ 
tion 1001 of the Act of Congress approved February 26, 
1920, entitled the Eevenue Act of 1926, by the Court of 
Appeals of the District of Columbia, the parties having 
agreed that the review shall be in said Court as evidenced 
by stipulation filed with the Clerk of the Board. 

III. 

Assignment of Error. 

The petitioner, as a basis for review, makes the follow¬ 
ing assignments of error: 

1. The United States Board of Tax Appeals erred in 
holding that amounts credited to account of petitioner on 
the books of Hadley-Dean Glass Company, a corporation, 
for the taxable years 1917, and 1918, were a distribution 
of earnings and as such taxable income to the petitioner. 

2. That the Board erred in holding that petitioner had 
it entirely within his power to withdraw from the corpo¬ 
ration, amounts entered on the books to his credit. 

3. That the Board erred in holding that petitioner had 

withdrawn amounts indiscriminately from the personal 

credit aforesaid. 

> 
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26 4. That the Board erred in failing to hold that the 
petitioner accounted for his income on the basis of 

actual receipts. 

5. That the Board erred in holding that the petitioner 

had not proven his cause. ■ 

6. That the decision and order of said Board is in error 
in that the findings of fact made by said Board aije insuf¬ 
ficient to support said decision and order. 

7. That the Board erred in rendering a decision: for the 

respondent. i 

Wherefore your petitioner prays that this Hpnorable 
Court may review said findings, decision, opinion and or¬ 
der of the United States Board of Tax Appeals entered 
herein against him and reverse and set aside the same, 
and have such other and further relief as the coijirt may 
deem meet and proper in the premises. ' 

LEO G. HADLEY, I 

(Signed) By FRED A. WOODIS, 

SPEER AND WOODIS, 

Munsey Building, Washington, D. C. 

Counsel for Petitioner. 

BURKHART & QUINN, 

Colorado Building, 

Washington, D. C. \ 

j 

27 City of Washington, 

District of Columbia, ss: 

I 

Fred A. Woodis, being duly sworn, deposes and says 
that he is attorney for petitioner, that he knows the con¬ 
tents of the foregoing petition, that to the best of his 
knowledge and belief the statements therein are true, and 
that the assignments of error are well taken and intended 
to be argued. 

(Signed) FRED A. WOODIS. 

I 

Subscribed and sworn to before me this 22d day ^f May, 
1928. 

(Signed) MIMI BURATTI, 

[seal.] Notary Public. 

Com. ex. December 12, 1932. 


I 
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28 Filed May 22, 1928, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No. 5383. 

Leo G. Hadley, Petitioner, 


V. 

CoMMissioxEii OF INTERNAL Ee\t:nue, Eespondent. 

To C. M. Charest, General Counsel 
Bureau of Internal Eevenue, 

Wasliington, D. C., 

Attorney for Eespondent. 

Sir: 

Please take notice that on the 22d day of May, 1928, the 
undersigned will present to this Board and file wdth the 
clerk thereof, the petition of Leo G. Hadley, a copy of 
which is annexed hereto, for review by the Court of Appeals 
of the District of Columbia, of the final order and decision 
of the Board in the above-entitled proceeding entered upon 
the records of said Board on the 29th dav of November, 
1927. 

Dated "Washington, D. C., May 22d, 1928. 

(Signed) FEED A. WOODIS, 

Attorney for Leo G. Hadley. 


SPEEE AND WOODIS, 

Munsey Building, 

Washington, D. C. 

Copy of the ^vithin notice and copy of Petition for Ee- 
view is hereby accepted this 22d day of May, 1928. 


(Signed) C. M. CHAEEST, 

General Counsel Bureau of Internal Revenue. 
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I 

Now, September 7, 1928, the foregoing petition |or re¬ 
view and proof of service certified from the record as a 
true copy. I 

I 

[Seal U. S. Board of Tax Appeals, 1924.] | 

B. D. GAMBLE,! 

Clerk U. S. Board of Tax Appeals 

D. 


29 Filed Sept. 5, 1928, United States Board of I 

Tax Appeals. 

No. —. 

In tbe Court of Appeals of the District of Columbia. 

Leo G. Hadley, Petitioner, 

V. : 

CoMMissioxEB OF Intekxal Kevenue, Respondent. 

Narrative of Evidence. 

I 

I 

Upon the question of whether the tax payer reported 
his income upon the cash basis or upon the accrual basis, 
the record ■ discloses testimony of the Witness Hadley as 
follows: 

Q. In figuring your income during the years 1917 and 
1918, did you figure income to your amounts actually re¬ 
ceived? A. It was credited on the books and I could not 
receive unless the Board of Directors had passed ai reso¬ 
lution on the minute book to that effect. ! 

Q. Do you know what I mean when I say an a<|jcrued 
basis of accounting? A. Accrual basis—is that single en¬ 
try? 

Q. Now, Mr. Hadley, with respect to- 

Mr. Sternhagen: I am assuming from that answe^ that 
the witness does not know what the accrual basis is. 

The Witness: I am no bookkeeper. I will admit t^at. 


4^829a 
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In accordance witli order of September 5, 1928, the fore¬ 
going narrative is approved. 

(Signed) J. M. STERNHAGEN, 

Member. 

Sept. 5, 1928. 

Now, September 7, 1928, the foregoing narrative of evi¬ 
dence certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

i B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

D. 


30 Filed May 22, 1928, United States Board of 

Tax Appeals. 

United States Board of Tax Appeals. 
Docket No. 5383. 

Leo G. Hadley, Petitioner, 


V. 

Commissioner of Internal Revenue, Respondent. 

Prmcipe. 

To the Clerk of the United States Board of Tax Appeals: 

You will please prepare and, within sixty days from the 
date of the filing of the petition for review in the above- 
stated case, transmit to the clerk of the Court of Appeals 
of the District of Columbia certified copies of the f ollowing 
documents: 

1. The docket entry of proceedings before the United 
States Board of Tax Appeals in the case above entitled. 

2. Pleadings before the Board. 

3. Findings of facts, opinion and decision of the Board. 

4. Petition for Review. 

5. Statement of the evidence settled or agreed upon. 
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The foregoing to be prepared, certified, and transmitted 
as required by law and tbe rules of the Court of Appeals 
of the District of Columbia. 

(Signed) FRED A. WOODIS^ 

Attorney for Petitioner. 

SPEER AND WOODIS, I 

Munsey Building, i 

Washington, D. C. j 

Dated Washington, D. C., May 22d, 1928. ' 

I 

31 Filed May 22, 1928, United States Board of 

Tax Appeals. 

United States Board of Tax Appeals. | 

Docket No. 5383. ■ 

Leo G. Hadley, Petitioner, 

V. 

Commissioner of Internal Revenue, Respondent. 
Notice of Filing Prcecipe. 

I 

To C. M. Charest, General Counsel 

Bureau of Internal Revenue, I 

Washington, D. C., 

Attorney for Respondent. 

Sir: 

Please take notice that on the 22d day of May, 192$, there 
was filed with the clerk of the United States Boardiof Tax 
Appeals a Praecipe designating the portions of the; record 
to be transmitted to the Court of Appeals of the District of 
Columbia on the appeal taken in the above cause, ■ a copy 
of which praecipe is hereto annexed and herewith' served 
upon you. 

Dated this 22d day of May, 1928, at Washington, D. C. 

(Signed) FRED A. WOODIS, 

Attorney for Leo G. Hadley. 
SPEER AND WOODIS, I 

Munsey Building, 

Washington, D. C. \ 
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Ser\’ice of the foregoing notice and copy of praecipe is 
hereby accepted this 22d day of May, 1928. 

(Signed) C. M. CHAREST, 

General Counsel, Biireau of Internal Revenue, 

Attorney for Respondent. 

Now, September 7, 1928, the foregoing praecipe and proof 
of service certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

D. 

32 United States Board of Tax Appeals. 

Docket No. 5383. 

Leo G. H.\dley, Petitioner, 

V. 

CoMMissioxER OF IxTERx.\L REVENUE, Respondent. 

Order Enlarging Time. 

For cause appearing of record, it is 

Ordered that the time for preparation of evidence sur 
petition for review of the above entitled proceeding in the 
Court of Appeals of the District of Columbia be and is 
hereby extended to August 8,1928, and it is further 

Ordered that the time for transmission and delivery of 
record papers be extended to August 20, 1928. 

(Signed) JOHN M. STERNHAGEN, 

31 ember U. S. Board of Tax Appeals. 

Dated Washington, D. C., July 23, 1928. 

Now, September 7, 1928, the foregoing order enlarging 
time certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

D. 
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A true copy. i 

Teste: 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

33 United States Board of Tax Appeals. 

Docket No. 5383. i 

i 

Leo G. Hadley, Petitioner, 

! 

V. 

Commissioner of Internal Revenue, Respoddent. 

Order Enlarging Time. 

On motion of counsel for the petitioner, and;for good 
cause shown, it is 

Ordered that the time for preparation of evidence sur 
petition for revie-w of the above entitled proceeding in the 
Court of Appeals of the District of Columbia be| and it is 
hereby extended to August 30, 1928, and it is further 

Ordered that the time for transmission and delivery of 
record papers be and it is herebv extended to September 
10, 1928. 

(Signed) JOHN M. STERNHAGEN, 

Member U. S. Board of Tax Appeals. 

1 

Dated Washington, D. C., August 21, 1928. ; 

Now, September 7, 1928, the foregoing order enlarging 
time certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

A true copy. D. | 

Teste: i 

B. D. GAMBLE, : 

Clerk U. S. Board of Tax Appeals. 

Endorsed on cover: Board of Tax Appeals. No. 4829. 
Leo G. Hadley, appellant, vs. Commissioner of Internal 
Revenue. Court of Appeals, District of Columbia. Filed 
Sept. 10, 1928. Henry W. Hodges, clerk. 
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LEO G. HADLEY, Appellant, 

vs. 

(’O.MMISSIONEE OF INTERNAL REVENUE. 
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BRIEF FOR APPELLANT. 


Statement. 

This case comes before this Honorable Court upon 
a petition for review of a decision of the United State^ 
Board of Tax Appeals in favor of the Commissioner 


j 
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of Internal Revenue against Leo G. Hadley, a taxpayer, 
appellant in this proceeding. 

Under date of June 20, 1925, the Commissioner of 
Internal Revenue addressed a letter to the taxpayer 
showing a proposed determination of tax liability for 
the taxable years 1917, 1918 and 1919. On July 10, 
1925, the taxpayer filed with the United States Board 
of Tax Appeals, in accordance with the provisions 
of the Revenue Act of 1924, his petition requesting a 
redetermination of the deficiencies in income and sur¬ 
taxes as shown in the letter of determination as afore¬ 
said, said petition complying with the rules of tne 
Board and setting forth the cause of action of the 
taxpayer. 

Thereafter on July 30, 1925, the respondent. Com¬ 
missioner of Internal Revenue, filed with the said 
Board his answer to the said petition and the cause 
being at issue under the Rules of Practice of said 
Board upon the filing of such answer, and in pursuance 
of certain orders of continuance issued by said Board, 
duly came on for hearing on October 19, 1926 at which 
time the petitioner by oral testimony and documentary 
evidence submitted proof in support of the allegations 
of his petition. Thereafter on April 25, 1927, the 
United States Board of Tax Appeals rendered its find¬ 
ings of fact and its opinion, and on November 29, 1927 
entered a final order of redetermination approving the 
deficiencies in tax for the years aforesaid as thereto¬ 
fore determined by the Commissioner of Internal 
Revenue. 

The taxpayer thereupon filed his petition for a re¬ 
view of the decision of the Board in accordance with 


3 


! 
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the provisions of Section 1001 of the Act of Congress 
approved February 26, 1926, entitled the Eevenue Act 
of 1926, by the Court of Appeals of the District of 
Columbia, the parties having agreed that the review 
should be in said Court as evidenced by a stipulation 
lodged with the Clerk of the United States Board of 
Tax Appeals. 

The Facts. 

The i^etitioner is an individual residing in St. Louis, 
Missouri. 

The Hadley-Dean Glass Company is a corporation 
organized under the laws of the State of Missouri in 
1897. Its business is the manufacture and sale of plate 
and window glass. The following is a list of the 
stockholders and a statement of their holdings froin 
the date of organization through the taxable years ih- 
volved in this proceeding: 

Owen M. Dean. 105 shares 

Leo G. Hadley. 94 shares 

George G. Hetfernan. .. 1 share 

i 

From 1898 to 1910, the directors of the corporation 
held annual meetings in December and declared di\d- 
dends to the stockholders. The last express declarh- 
tion of dividends was on December 31, 1909, from the 
earnings of that year, and the dividend was credited 
to the stockholders on the books of the company on 
January 1,1910. The corporation did not own a build¬ 
ing in which to do business and these dividends were 
declared for the purpose of enabling the two principal 


! 

i 
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stockholders, Dean and Hadley, to accumulate suHicient 
funds with which to build a building. 

From 1897 up to and including 1910 there were also 
credits to the account of the appellant for salary, in¬ 
terest, and cash contributed to the business by him. 

From 1910 to 1918, inclusive, there were no express 
declarations of dividends bv the board of directors. 
Hetfernan was paid 1/200 of the net earnings, and the 
balance of the earnings was allowed to remain in the 
business, one-half being credited to Dean and one-half 
to petitioner, notwithstanding the fact that Dean 
owned 105 shares and Hadlev 94 shares of the stock 
of the corporation. The accounts of both these in¬ 
dividuals were also credited with salaries, rentals, and 
an equal amount of interest, computed sometimes upon 
the basis of the capital stock of the corporation and 
sometimes with additional amounts which appear to 
have been computed in various ways, sometimes ni^on 
nionthh^ balances, sometimes ui)on individual loans, 
and sometimes in an amount which Dean supposed was 
a legal interest deduction for income tax purposes 
under the then existing tax laws. An accurate deter¬ 
mination of the basis in each case is not possible from 
an examination of the books. The rate of interest used 
in computing interest credits varied for the different 
vears. The amounts credited were arbitrarv and gen- 
erally at much less than the legal rate. 

The books were kept in an unscientific manner. 
Dean acted as bookkeeper, and Hadley, who is not an 
accountant or bookkeeper, occasionally made an in¬ 
spection to determine whether or not they were in his 
judgment, correct. 
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The earnings of the corporation for the calendar 
year 1916 amounted to $122,342.22, After the pay4 
ment to Heffernan of his share of the earnings, $611.76] 
the balance was credited in equal amounts of $60,865.2$ 
to the appellant and Dean. The earnings of the cor4 
poration for the calendar year 1917 amounted to $125,4 
763.80. After the payment to ITeffcrnan of his sluire] 
$628.82, the balance was credited in equal amounts ot‘ 
$62,5(57.49 to the accounts of the petitioner and Deaiij 
The earnings of each year were credited to the ac4 
counts on January 2 of the followins: year. ' 

* ^ ‘ j 

The Commissioner made several adjustments in tin? 

* 1 

amounts credited to the stockholders’ accounts for 
taxes accruing against the income of the corporation 
and certain other minor matters. An adjustment of 
the earnings was also made upon the basis of the })erj- 
centage of stock ownership of the two principal stockf 
holders. Of the $60,865.23 of the earnings for th0 
year 1916 credited to the petitioner’s account on .Jani 
nary 2,1917, the respondent determined that $56,.‘)50.8.‘;) 
was a dividend to the petitioner in the year 1917. Of 
the $62,567.49 of the earnings for 1917 credited to the 
2 )etitioner’s account on January 2,1918, the respondent 
determined that $27,603.71 was a dividend to the petir 
tioner in 1918. i 

The following salaries wore credited to the peti^ 
tioner’s account during the years stated: 


1910. 

. $12,500 

1915. 

. $10,000 

1911. 

. 12,500 

1916. 

. 10,000 

1912. 

. 15,000 

1917. 

. 2,000 

1913. 

. 17,500 

1918. 

. 15,00(|) 

1914. 

. 10,000 


1 

1 
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During the years from 1910 to 1917, inclusive, the 
corporation credited to the accounts of the petitioner 
and Dean the following equal amounts for the rent of 
the building occupied by the corporation and owned 
and built by them from the dividends declared i:»rior 
to 1910: 


1910. 

.$7,500 

1914. 

. $3,750 

1911. 

. 7,500 

1915. 

. 3,750 

1912. 

. 8,750 

1916. 

. 3,750 

1913. 

. 5,625 

1917. 

. 1,875 


As to 1916 additional credits were made to the ac¬ 
counts of the two stockholders of $8,775.97 each, which 
was one-half of a discrepancy between the bank bal¬ 
ance of the corporation and the balance sheets of the 
corporation, the discrepancy having been discovered 
by a revenue agent. A similar credit of $7,308.08 to 
the petitioner’s account was made as to 1917, covering 
an accumulation in the bank balance of the corporation. 

The balance on the petitioner’s account as of Jan¬ 
uary 1, 1910, the credits to the account subsequent to 
that date of earnings, other credits excluding earnings, 
total credits, withdrawals, the balance excluding earn¬ 
ings, and the balance including earnings, are as fol¬ 
lows: 
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During the year 1918 the books of the Hadley-Dean 
Glass Company were audited by public accountants 
and a modem accounting system installed. In connec¬ 
tion with the audit the amounts to the credit of Hadley 
and Dean on the books of the corporation were credited 
to the surplus account set up by the accountants mak¬ 
ing the audit and were subsequently considered as 
surplus by the Commissioner of Internal Revenue. 

All purchases made by the Hadley-Dean Glass Com¬ 
pany were paid for in cash within 10 days from the 
dates of the invoices, and advantage taken of cash 
discounts obtained thereby. The merchandise pur¬ 
chases from December, 1916, to June, 1918, whicli were 
paid for in cash, are as follows: 


1916. 


1917. 


December . . 

. . . $90,418.59 

September . 

.. .$20,012.72 

1917. 


October .... 

. . . 28,465.23 

Januarv ... 

. . . 44,420.18 

November >. 

. .. 30,571.55 

February .. 

... 39,461.14 

December . . 

... 5,478.38 

March . 

... 21,951.52 

1918. 


April . 

... 23,763.48 

January '... 

.. . 26,660.45 

May. 

... 17,519.74 

February . . 

. . . 16,408.56 

June . 

. . . 26,126.30 

]\Iarch . 

. .. 53,553.63 

July. 

.. . 24,264.84 

April. 

. .. 50,162.68 

August .... 

... 31,554.15 

May. 

. . . 42,935.62 



June . 

... 36,302.71 
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The balance sheets of the corporation as of Decern- 

i 

her 31, 1916, and December 31, 1917, are as follows:; 


Assets: 



Dec. 31,1016. 

Dec. 31, lOfT. 

Cash. 

.... $36,589.18 

$88,175.05 

Merchandise . 

. 201,125.93 

166,444.61 

Fixtures . 

.... 4,015.00 

4,436.00 

Accounts receivable ... 

.... 83,182.78 

75,418.79 


$324,912.89 

$334,474.45 


Liabilities: 


Accounts payable . 

. $9,197.78 

$3,158.76 

Capital stock . 

. 20,000.00 

20,000. OO 

Due Hadley . 

. 112,398.88 

90,853.65 

Due Dean . 

. 62,398.88 

91,020. k 

Balance—Gain from 

opera- 

i 

1 

1 

tions . 

. 120,917.35 

129,441.09 

1 


$324,912.89 

$334,474.45 


The inventories of the corporation on hand at De¬ 
cember 31, 1916, and December 31, 1917, consisted bf 
polished plate glass and window glass, and the stock 

I 

of such glass contained in the inventory was necessary 
in the operation of the business of the Hadley-Dean 
Glass Company. The accounts receivable as of the 
same dates represented amounts due the corporation 
for the work of installing glass in buildings. (R. 12- 
16.) 

2t 


_ I 
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The opinion of the Board follows: 

“Opinion. 

Stee^hagen : 

The respondent, after an examination of the 
books of the Hadley-Dean Glass Company, and 
as the basis for his determination of the defi¬ 
ciency in question, has included within the peti¬ 
tioner’s income certain amounts found to have 
been credited to him on the books of the cor¬ 
poration as his distributive share of the annual 
corporate earnings. The petitioner contests 
this because it attributes to him income which 
he alleges was never in fact received and was 
not in truth available for his use and enjoyment. 
Thus the issue offered by petitioner is pri¬ 
marily one of fact provable by evidence. It is 
well established, as urged by petitioner’s coun¬ 
sel, that in a close corporation such as this the 
formality of corporate action as between the 
corporation and its stockholders is not of pri¬ 
mary” importance. Corporate earnings may be 
distributed with the effect of dividends, al¬ 
though formal declaration by the usual resolu¬ 
tion has not been made. The consideration in 
such cases is necessarily concerned largely 
with whether the evidence indicates a dividend 
or otherwise. 

That there was in fact a consistent account¬ 
ing by the corporation reflecting an annual dis¬ 
tribution of its earnings to the stockholders, is 
plain. The petitioiner, however, insists that 
such accounting does not truly reflect the fact. 

The corporation credited to the stockholders 
not only salaries, rent, and an amount ambigu- 
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ously called interest, but also a distribution! 
of the earnings, not exactly in accordance with! 
stockholdings but upon a basis satisfactory to! 
the stockholders themselves. From these! 

f 

personal accounts the stockholders actuallyj 
drew whatever cash they desired. Sometimes,; 
as shown by the stipulated tabulation, these 
cash withdrawals were less than the annual 
credits, and sometimes more. So far as ap-l 
pears, there was no consistent relation betweeri 
the annual credits and the annual withdraw-f 
als. As to the minority stockholder, howeverj, 
there was a consistent cash payment to hini 
of his pro rata share of the earnings. It i^ 
said that this payment to him was not made 
as a distribution but rather as additional com!- 
pensation for attendance at directors’ meetf 
ings, but we cannot accept this as correct. 
Thus it appears that one stockholder actually 
received his distributable share of the earni- 
ings each year, and the remaining two stock¬ 
holders, both of whom were actively in control 
of the business and its funds, caused their 
shares of the earnings to be credited to theit 
personal accounts and withdrew them or not, 
at their pleasure. 

A question of first importance is left entirely 
unanswered by the evidence, and that is 
whether the petitioner accounted for his in¬ 
come on the basis of actual receipts or on the 
basis of accruals. The stipulation ignores tlie 
question and Hadley as a witness did npt 
know. Clearly on the accrual basis the credits 
were income. On the receipts basis, the evi¬ 
dence leaves it too uncertain to sustain the 
petitioner. Having it entirely within his pow$r 
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to withdraw his earnings, having caused the 
corporation to credit the amount, together with 
other substantial amounts, to his personal ac¬ 
count, and having in fact withdrawn amounts 
indiscriminately from this personal cerdit, there 
is substantial warrant for the Commissioner’s 
determination, and in our opinion the petitioner 
has not proven his cause. 

Judgment will he entered on 20 days’ notice, 
under Rule 50' (R. 16-18). 

Upon the question of whether the taxpayer reported 
his income upon the cash basis or upon the accrual 
basis, the trial record discloses testimony of the wit¬ 
ness Hadley as follows: 

Q. In figuring your income during the years 
1917 and 1918, did you figure income to your 
amounts actually received? A. It was credited 
on the books and I could -not receive unless the 
Board of Directors had passed a resolution on 
the minute book to that effect. 

Q. Do you know what I mean when I say 
an accrued basis of accounting? A. Accru^ 
basis—^is that single entry? 

Q. Now, Mr. Hadley, with respect to- 

Mr. Stemhagen: I am assuming from that 
answer that the witness does not know what the 
accrual basis is. 

The Witness: I am no bookkeeper. I will 
admit that (R., 25). 

Assignments of Error. 

1. The United States Board of Tax Appeals erred in 
holding that amounts credited to amount of petitioner 
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on the books of Hadley-Dean Glass Company, a cor-| 
poration, for the taxable years 1917, and 1918, were a j 
distribution of earnings and as suc-h taxable income to | 
the petitioner. I 

t 

2. That the Board erred in holding that petitioner 
had it entirely within his power to withdraw from the i 
corporation, amounts entered on the books to his credit. 

3. That the Board erred in holding that petitioner; 

had withdrawn amounts indiscriminately from the per¬ 
sonal credit aforesaid. | 

I 

4. That the Board erred in failing to hold that the 
petitioner accounted for his income on the basis of| 
actual receipts. 

5. That the Board erred in holding that the peti-| 
tioner had not proven his cause. 

6. That the decision and order of said Board is in; 

I 

I 

error in that the findings of fact made by said Board 
are insufficient to support said decision and order. 

7. That the Board erred in rendering a decision for 

the respondent. ! 
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ARGUMENT. 

I. 

The United States Board of Tax Appeals erred in 
holding that amounts credited to the account of ap¬ 
pellant on the books of Hadley-Dean Glass Company, 
a corporation, for the taxable years 1917 and 1918, 
were a distribution of earnings and as such taxable in¬ 
come to the taxpayer. 

The issue involved in this appeal, narrowed to its 
prime factors, is whether the earnings of the corpora¬ 
tion credited upon the books of said corporation to the 
])rincipal stockholders in equal amounts, notwithstand¬ 
ing that the stock holdings of said stockholders were 
not ecjual, were dividends to said stockholders and tax¬ 
able as such under the provisions of the Revenue Act 
in force during the taxable years involved in this ap¬ 
peal, said taxable years being 1917 and 1918. 

(a) 

No DIVIDENDS OF HaDLEY-DeaN GlaSS COMPANY WERE 
LEGALLY OR OTHERWISE DECLARED TO ITS STOCKHOLDERS OF 
WHICH CORPORATION TAXPAYER IN HIS APPEAL WAS A 
STOCKHOLDER. 

The first test to be applied is whether or not divi¬ 
dends were legally declared, and we find from the 

record that no such legal declaration of dividends was 
made from the year 1910 through the taxable years in 

question. The record shows that dividends were 
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legally declared prior to 1910, it being so recorded on 
the corporate records (R., 12) and the dividends dis-; 
tributed to the stockholders and drawn against byi 
them. I 

A dividend is defined as follows: ' 

• 

“The declaration of a dividend is the act of 
the corporation in setting apart a portion of its 
net or surplus profits for distribution among; 
the stockholders according to their respective | 
interests” (14 C. J., 806, 807). 

There is no question but what the amounts creditedj 
to the stockholders of Hadley-Dean Glass Company; 
were profits or earnings of the corporation, but it is 
well established that profits are not necessarily divi¬ 
dends. In Clark on Corporations, page 420, the follow¬ 
ing appears bearing upon that question: 

“ ‘Dividends’ and ‘profits’ are not synony¬ 
mous terms. Dividends are paid out of the 
profits, but they can exist only where they have 
been declared or set apart by the directors out! 
of the profits. Profits are not dividends until,; 
as expressed in the above quotation, they are| 
‘appropriated by a corporate act’ to be divided! 
among the shareholders.” 

I 

Thus we see that the amounts credited on the books; 
of the corporation were not, by applying the above; 
test, dividends in any respect. i 

Following this general discussion of what consti-i 
tutes dividends, it is necessary to turn to the defini-| 
tion of dividends laid down in the Revenue Act under; 
which the Commissioner of Internal Revenue pro- 
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poses to assex tax against tliis petitioner. We find in 
Section 201 (a) of the Eevenue Act of 1918 the follow¬ 
ing definition of dividends: 

“That the term ‘dividend’ when used in this 
title * * * means (1) any distribution made 
by a corporation, other than a personal service 
corporation, to its shareholders or members, 
whether in cash or in other property or in stock 
of the corporation, out of its earnings or profits 
accumulated since February 28,1913, * * 

In line with this, and under the authority of Section 
1309 of the Revenue Act of 1918, the Commissioner of 
Internal Eevenue, with the approval of the Secretary 
of the Treasury, promulgated Regulations 45, and we 
find in those regulations. Article 1541, a further ex¬ 
planation and an interpretation of dividends where it 
is stated that 

“The mere declaration of a dividend is not 
a distribution.” 

The word “distribution” of necessity refers to the 
same word used in Section 201 (a) of the act, and the 
Commissioner by his o^\■n regulations holds that a dec¬ 
laration of a dividend does not necessarily constitute 
such dividend, and, in the light of such a pronounce¬ 
ment, it is difficult to understand why, in the case at 
bar, the Commissioner asserts a tax upon amounts 
claimed by him to he dividends which were never even 
made the subject of a declaration of dividends. 

Reverting to the provisions of the act with respect 
to dividends, it will be noted that a dividend is defined 
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as a “distribution” made by a corporation to “its\ 
shareholders or members.” There is nothing said ini 
llie act about entries made on the books of the corpo¬ 
ration or amounts distributed on the books of the cor-: 
poration or amounts distributed to the accounts of the| 
stockholders on the books of the corporation, but the: 
law says specifically that the distribution is one made: 
“to its shareholders or members,” I 

In the interpretation of this section of the Act, the| 
Commissioner of Internal Revenue must not go beyondl 
the oxi)ressed provisions of the law and interpret the 
word “distribution” to mean mere entries made upon; 
the books without even a formal declaration of divi¬ 
dends bv the Board of Directors. 

It is a well-established principle of law that taxing 
statutes must be strictly interpreted {Gould vs. Gould^ 
245 U. S., 151). I 

We, therefore, find that no dividends were legally! 
declared by the corporation, and that the action taken 
by Ihe corporation in crediting earnings to the ac¬ 
counts of the stockholders upon its books does not 
meet the test of dividends as defined in the general law! 

of corporations nor the specific definition of dividends! 

( 

as laid dovm in the Revenue Act of 1918. i 

(&) 

i 

There was no intention on the part of said cor-i 
PORATION TO distribute ITS EARNINGS YEARLY TO ITS; 
STOCKHOLDERS. ! 

Ther« was no intention on the part of the corpora¬ 
tion or its stockholders to distribute its entire yearly! 


3 ^ 
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earnings or any part thereof among said stockholders. 
The record shows that up until the year 1909 the tax¬ 
payer and Mr. Dean, the other principal stockholder, 
did withdraw from tlie corporation, dividends legally 
declared, for the purpose of constructing a building 
(E. 12, 13) but that after that time earnings were 
allowed to remain in the business for the uses of said 
Imsiness. 

That there was no intention to withdraw the earn¬ 
ings of the corporation after the declaration of divi¬ 
dends ceased is evidenced by an inspection of the 
table of credits and earnings from 1910 to 1918 ap¬ 
pearing on page 15 of the record where it will be seen 
that from the years 1910 to 1917, inclusive, the with¬ 
drawals of the taxpayer did not encroach upon the 
credits made to his account by reason of earnings of 
the corporation and that on the other hand, the 
amounts withdrawn kept within the limit of the 
amounts credited to him upon the books for salary, 
rent and miscellaneous items which were placed to his 
credit and lawfully his. If the taxpayer had re¬ 
peatedly drawn upon the earnings of the corporation 
and was before this Court with a plea that he had 
borrowed sums from the earnings but did not intend 
to withdraw them from the business, it is conceived 
that the taxpayer would be in a very absurd position 
but instead, the taxpayer comes in with a record of 
not having done so. 
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(c) 

J 

I 

i 

The taxpayek, Leo G. Hadley, received salary AXii 

RENTALS IN SUFFICIENT AMOUNTS TO OBVIATE THE NECES-i 
SITY OF DRAWING OPON THE EARNINGS OF THE CORPORAt 
TION. 

i 

A reference to the record p. 15 (table) discloses that 
Mr. Hadley, during the years 1910 to 1917, inclusive^ 
received income from the corporation, aside from any 
earnings credited to him on the books, of approxi^ 
mately $20,000 a year. It is submitted that this comi 
pensation during the years in question, while not large', 
tends to rebut the presumption that it was necessarj^ 
for Mr. Hadley to draw upon the earnings of the corf 
poration for his subsistence. ! 

For instance, in 1910, the record shows that Mi^. 
Hadley was credited with $20,600, which was available 
to him for his personal use, and that year he only withf 
drew $16,440.47. | 

In the year 1911 a similar situation exists, and ip 
that year the excess of amounts credited to him over 
his actual withdrawals was approximately $8,000, and 
in the years 1910 and 1911 it must be recognized that 
the cost of living wms much low’er than in later years, 
and it follow’s that the amounts correctly credited tb 
Mr. Hadley’s account were sufficient for his uses with¬ 
out the necessity of withdrawing earnings of the cor¬ 
poration. 

In the year 1912 a large amount was drawn, but 
again in the years 1913,1914 and 1915 the mthdrawalb 
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did not exceed the credits to Mr. Hadley of salary, 
rent and interest. 

id) 


The credits on the books of the corporation to 
THE accounts of THE TWO PRINCIPAL STOCKHOLDERS 
WERE ERRONEOUSLY MADE AND IN THE NATURE OF MEMO¬ 
RANDA ONLY. 

The entries made on the books of the corporation 
to the accounts of the two principal stockholders were 
made by Mr. Dean who acted as bookkeeper and who 
handled the books in an unscientific manner (K. 13). 
Subsequent to the time these erroneous entries were 
made upon the books both Mr. Dean and the taxpayer 
in this proceeding discovered that the entries were 
improper ones as is evidenced by the fact that in the 
year 1918 public accountants were called in and the 
books put upon a proper basis and the amounts there¬ 
tofore credited to the accounts of the two principal 
stockholders placed in a surplus account and from that 
time recognized as such by the Commissioner of In¬ 
ternal Revenue (E. 15). Additional evidence of the 
erroneous manner in which the books were kept is dis¬ 
closed by the fact that in 1916 and 1917 it was necessary 
to make additional credits upon the books to take care 
of a discrepancy between the bank balance of the cor¬ 
poration and the corporate records, this discrepancy 
having been discovered by a Revenue Agent (R. 14). 
Viewing these facts together, the only reasonable con¬ 
clusion -which can be reached is that the books were 
kept by a man (Mr. Dean) who was not versed in book- 
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keeping but merely kept the books in the fashion iii 
■which he did in order that the two principal stockholdf 
ers might have a memorandum available to them oi’ 
what assets the corporation had accumulated and what 

i 

portion of these assets each considered would be his 
in the event the corporation was dissolved. 

i 

It is well established that tax liability may not be 
determined by mere book-keeping entries. Erroneous 
accounting does not increase or decrease income or in} 
vested capital {Douglas et al. vs. Edwards, 298 Fed.} 
229, 234; Appeal of Chatham S Phenix National Bank, 
1 B. T. A., 460; Appeal of Huning Mercantile Co., 1 Bi 
T. A., 130). 

This Board has adopted this principle in the Appeal 
of the Krieg Tanning Company vs. Commissioner of 
Internal Revenue, 4 B. T. A., 1081. The Krieg decision 
is in point here and in fact is nearly a .parallel easy 
with that of the case at bar. In the Krieg case the 
books of the corporation were kept as if the corpora-l 
tion were a partnership prior to July 1, 1917. The 
personal accounts of the two pidncipal shareholders 
were credited with amounts from time to time that rep-j 
resented the net earnings of the business, and that in! 
the course of usual corporation accounting would hav(} 
been credited to a surplus account. 

On July 27,1917, the personal accounts of the stocky 
holders were closed into a corporation surplus account} 
opened as of that date, and the surplus account was 
credited with the amount which had theretofore stood 
credited to the two stockliolders in equal amounts. 

It will be seen that the case at bar is an exact par¬ 
allel with that cited. The distinction between the two 
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is that the instant case is that of an individual whom 
the Commissioner alleges received amounts as divi¬ 
dends, while the Krieg Tanning Company case con¬ 
cerns invested capital of the corporation. In the Krieg 
case, this Board held: 

“A book-keeper without authority from di¬ 
rectors credited net earnings of a corporation to 
personal accounts of shareholders. Such earn¬ 
ings remained in the business and were not 
drawn against by the stockholders. At July 
29 of the taxable vear credit balances in stock- 
holders’ accounts were carried to a newly 
opened corporation surplus account. Held, such 
net earnings were earned surplus and invested 
capital for the entire taxable year.” 

It would appear, therefore, that the mere fact that 
entries were made upon the books of the corporation 
should not control in the taxing of the taxpayer herein 
upon the amounts so credited to him. 

(e) 

The making of the credits .aforesaid ox the books 

OF THE CORPOR-ATIOX IX EQUAL .AMOUNTS, ALTHOUGH THE 
stockholdings were not EQU-AL, rebuts the PRESUMP¬ 
TION THAT THIS PETITIONER WAS INTENDED TO RECEIVE 
SAID AMOUNTS AS DIAUDENDS FROM THE CORPORATION. 

The fact is pointed out that the credits aforesaid 
made on the books of the corporation to the accounts 
of the two principal stockholders were not divided pro 
rata according to their stockholdings (R. 13). Mr. 
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Dean was the owner of 105 shares of the capital stock 
of Hadley-Dean Glass Company, while Mr. Hadley, the 
petitioner herein, was the owner of but 94 shares (R. 
12). The credits upon the books, however, were made 
in equal amounts. Had legal dividends been declared, 
or had it even been intended that legal dividends should 
have been declared, it would have been necessary that 
such dividends be declared pro rata upon the stock¬ 
holdings of those entitled to receive such a dividend. 
The definition of a dividend has been heretofore set 
forth, but in order that the same may be kept in mind, 
it is repeated here as follows: 

“The declaration of a dividend is the act of 
the corporation in setting apart a portion of its 
net or surplus profits for distribution among the 
stockliolders according to their respective in¬ 
terests” (14 C. J., 806, 807). 

The Commissioner of Internal Revenue in order to 
obtain figures which would support his theory that 
dividends had been received by the two principal stock¬ 
holders was compelled to set up arbitrary amounts as 
earnings in proportion to the stockholdings of the two 
principal stockholders (R. 14). 

The figures used by the Commissioner of Internal 
Revenue are entirely fictitious and are not found any¬ 
where except in the adjustment made by the Commis¬ 
sioner of Internal Revenue for the purpose of comput¬ 
ing tax against the taxpayer in this proceeding. 

The amounts credited to the accounts of the tax¬ 
payer and Mr. Dean were not credited pro rata upon 
the books but on the contrary were credited in equal 
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amounts and it is therefoi-e submitted that the act of 
making these credits did not in fact, by the most 
strained construction, constitute a dividend and vas 
not intended as such bv either Mr. Dean who made 
the entries or ^Ir. Hadley, the other principal stock¬ 
holder and the appellant in this proceeding, respec¬ 
tively. 

if) 


T.-iXPAYER DID NOT AND COULD NOT RECEIVE NOR OBTAIN 
THE CREDITS AFORESAID ALLEGED BV THE COMMISSIONER OF 

Internal Revenue to be dividends from the corpora¬ 
tion. 

The taxpayer in the case at bar did not and could 
not receive nor obtain the amounts credited to him 
upon the books of the corporation which the Commis¬ 
sioner of Internal Revenue has contended were divi¬ 
dends from the corporation for the reason that the 
very manner in which the business of the corporation 
was conducted required the use of all the monies of 
the corporation in accordance with the policy followed 
by it. 

The record discloses that the business of Hadley- 
Dean Glass Company was conducted upon a cash basis 
and that all purchases made by the corporation were 
paid for in cash within ten days from the dates of the 
invoices and advantage taken of cash discounts ob¬ 
tained thereby (R. 15). The record discloses that from 
the month of December, 1916 through the month of 
June, 1918, large sums of money were needed each 
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I 

I 

i 

month to pay current bills and it must be recognized 
that in addition to the payment for merchandise, it was! 
necessary that regular payments be made for the serv-i 
ices of employees (R. 15) and it will be further seen 
that the amounts of cash on hand for the payment of 
bills as disclosed by the balance sheets of the corpora-; 
tion at the close of the year 1916 and the close of 
the year 1917 were not large (R. 16) and certainly not 
large enough to have paid out to the stockholders ap-r 
proximately $120,000 which the Commissioner of In| 
ternal Revenue alleges were available to the stoekf 
holders and intended to be dividends to them. 

Undoubtedly borrowings might have been made from 
banks in suflBcient amounts to have paid these alleged 
dividends, but it is submitted that this case should nof 
be decided upon probabilities or what might have been 
done, but what actually happened and that is that th4 
dividends were not paid and the balance sheets of the 
corporation appearing in the record indicate that iii 
fact no loans were used by the corporation. 

The District Court for the Southern District of Chip 
has held in the ease of Park vs. Gilligan, 293 Fed., 129, 
4 Am. Fed. Tax Rep., 3628, that: 

“Dividends credited to stockliolders on books 
of a corporation are taxable as income of stock¬ 
holders only to the extent actually drawn out by 
them, since ‘income’ means actual cash or itk 
equivalent received, as opposed to contemplated 
revenue due or unpaid.” I 

In that case the facts are similar to those in the casje 
at bar except that in the case of Park vs. GilligoAi, a 


U 
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dividend was actually declared but not segregated nor 
made available to tlie stockholders. The following is 
quoted from the case cited for the information and 
assistance of this Honorable Court in deciding the case 
at bar: 


“As to the second class of items involved in 
this controversy, it appears that in the year 
1916 the earnings of the company were dis¬ 
tributed to the stockholders by crediting them 
with their pro rata shares thereof upon the 
books of the corporation. This dividend was 
not, however, actually segregated from the gen¬ 
eral assets of the company. Godfrey F. Park 
thus received credit for $21,120.94, and Susan 
R. Park for $17,836..33. It is well settled that 
the declaration of a dividend creates a debt 
from the corporation to the stockholders. If 
the amount of the dividend be segregated and 
set apart from the other corporate assets, in 
money or securities or other property, then the 
same becomes a trust fund, for the benefit of 
the stockholders, respectively. But that does 
not seem to have been done in this ease. There¬ 
fore the crediting of the pro rata shares of the 
plaintiffs, Godfrey F. Park and Susan R. Park, 
of this amount to their respective accounts upon 
the books of the company, merely evidenced the 
indebtedness of the company to them, and did 
not constitute the receipt of income by them. 
Income means actual cash or its equivalent re¬ 
ceived, as opposed to contemplated revenue due 
or unpaid. Maryland Casualty Co. vs. United 
States, 52 Ct. Cl., 201, 209; affirmed, 251 U. S., 
342, 345; 40 Sup. Ct., 155; 64 L. Ed., 297.” 
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This decision was not appealed by reason of the fact I 
that the parties agreed to a settlement following a! 
ruling laid down by the court wherein it is understood | 
that the parties agreed upon a tax which was satisfac- i 
tory to both. | 

(g) 

Taxpayer did not constructively receive the ^ 

AMOUNTS IN QUESTION. 

i 

From the action of the Commissioner of Internal! 
Revenue in proposing a deficiency in tax computed 
upon amounts alleged by him to have been dividends 
to Hadley it is apparent that the Commissioner has 
applied the doctrine of constructive receipt, and it 
would appear that his contention is that the taxpayer 
in this appeal constructively received the amounts 
placed to his credit upon the books of the corporation, 
and upon that hjrpothesis the Commissioner proceeds 
to compute tax. This aspect of the case should be 
readily disposed of, and the attention of this Court is 
called to the decision of the Board of Tax Appeals in 
the Appeal of John A. Brander, 2 B. T. A., 231,; 
wherein the Board has made a clear pronouncement: 
of its position on the question of constructive receipt, | 
and in the opinion in the case cited the following ap- i 
pears, bearing upon the question of consructive re-! 

I 

ceipt; 

“This doctrine, as we have made clear in sev- j 
eral appeals, is not to b'e applied lightly, but i 
only in situations where it is clearly justifiable. I 
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“When taxable income is consistently com¬ 
puted by a citizen on the basis of actual receipts, 
a method which the law expressly gives him the 
right to use, he is not to be defeated in his bona 
fide selection of this method of ‘construing’ that 
to be received of which in truth he has not had 
the use and enjojunent. Constructive receipt 
is mi artificial concept which must be sparingly 
applied, lest it become a means for taxing some¬ 
thing other than income and thus violating the 
Constitution itself. Doubtless, however, there 
are clear cases of constructive receipt, such, for 
example, as that of the bond owner who chooses 
not to cash his coupon but to permit it to re¬ 
main uncut in the possession of another. He 
Avdll not be heard to say that the amount of the 
coupon is not his income because he did not in 
fact receive it. The receipt is entirely within 
his own control and disposition.” 

If the Commissioner had alleged and proved that 
this taxpayer was on an accrual basis of accounting, 
which is the exception rather than the rule in individ¬ 
ual income-tax returns, this question might have been 
of some importance, but the Commissioner has neither 
alleged such a basis nor offered any evidence to prove 
such a basis. 

The Commissioner’s own regulations define examples 
of constructive receipt in Article 54, Regulations 45, 
but in no place in the article cited does any example 
appear which would label the amounts credited to the 
account of the petitioner on the books of the corpora¬ 
tion as amounts constructively received by him. 

The above-quoted decision, discussing the doctrine 
of constructive receipt. Appeal of John A, Brander, 
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supra, is only the culmination of the tendency which! 
has been shown by the Board of Tax Appeals to hold| 
against the presumption that income was received! 
unless the facts clearly show that such income was inj 
fact received. One of the early cases decided by the! 
Board was the Appeal of A. L. Englander, 1 B. T. A., 
760, wherein it was held that i 

“Balances of salary credited to an employee 
of a corporation but not paid or made available; 
for the use of such employee was not taxable! 
income. ’ ’ I 

The decision cited referred to salaries, which are; 
always a prior obligation to almost any other lia¬ 
bilities of a corporation, but in that case, wdiere the! 
salaries were not paid and Avere not available, they 
were not taxable. 

Applying the test of the Englander case to the case; 
at bar, we have amounts which are of lower rank than 
salary payments which were not paid and were not 
available, and the only conclusion which can be reason-i 
ably drawn is that the amounts in question could not^ 
by any theory, constitute income to the stockholdersj 
The Board has affirmed the decision in the Englander 
case in the Appeal of Nicholas J. Maisel, Jr., 2 B. T. A., 
66, and also reiterates its decision in the Appeal of 
H. C. Couch, 1 B. T. A., 103, both of the last-mentioned 
cases holding in effect that amounts credited upon thel 
books of Ihe corporation did not constitute constructive 
income in the hands of the party to whose credit thb 
entry was made. 


i 

I 
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The amounts ckedited to taxpayer, on the books of 
Hadley-Dean Glass Company, were not dividends as 
DEFINED IN SECTION 201 (fl) OF THE REVENUE AcT OF 

1918. 

The earnings of the corporation, Hadley-Dean Glass 
Company, credited to the petitioner on the books of the 
corporation were not dividends under any definition of 
dividends contained in the revenue acts or in the de¬ 
cisions of the courts applying the provisions of the 
revenue laws. 

Section 201 (a) of the Revenue Act of 1918, herein¬ 
before cited, holds that a “dividend” is a “distribu¬ 
tion” made by a corporation to its shareholders or 
members. In the instant case, there certainly was not 
a distribution in any sense of the word, and it seems 
necessary that the first requisite of a dividend, such as 
is contemplated by the Act, must involve the factor of 
“distribution” as the first in the equation. 

The Circuit Court of Appeals in the case of Eaton 
vs. EnglishS Mersick Co., 7 Fed. (2d), 53; 5 Am. Fed. 
Tax Rep., 5555, has definitely laid down the rule that 
the “distribution” contemplated by the Revenue Act 
is not the entering upon the books of a corporation of 
earnings of said corporation in the absence of a pro¬ 
vision for payment, intent to declare a dividend, and 
the availability of amounts to the stockholders of the 
corporation. In that case there had been resolutions 
passed providing that the net profits of the preceding 
year be credited to the individual accounts of the 



I 


31 I 

stockholders, but the court held that the resolutions in 
themselves and the entries upon the books did not 
work a severance, of the part declared as dividends^ 
from the remainder of the accumulated earnings, and 
the court, besides citing the definition of a dividend 
appearing in 14 C. J., 798, quotes from Cook on Cor-i 
porations (7th Ed.), volume 2, page 1579, paragraph 

541, as follows: ! 

! 

“When a dividend out of the earnings of ai 
company has been regularly declared and is due^ 
it becomes immediately the individual property 
of the stockholder. There is at once a sever^ 
ance, for the use and benefit of the members of 
the corporation, of so much of the accumulated 
earnings as are declared; and the dividend thereH 
after exists as a separate fund, distinct from 
the capital stock or surplus profits. It then 
becomes the absolute property of the stock¬ 
holders.” 

i 

Applying this test to the case at bar, we find thaf 
there was no such severance; that in fact such a setting 
aside of funds apart from the surplus of the corpora¬ 
tion would have crippled the business of Hadley-Deari 
Glass Company or forced a complete change in policy 
of doing business involving borrowing money to carry 
on the business instead of doing business with the cor¬ 
porate surplus, as was in fact done. The last-citedj 
case was an invested-capital case, and the court held 
that the amounts appearing on the books to the credit 
of the stockholders were invested capital, but in its! 
findings it made the following statement: 
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“Eesolution providing that net profits for 
preceding year be divided among stockholders, 
and proportionate amounts credited to their in¬ 
dividual surplus accounts; held not to constitute 
a ‘dividend’ * * * in absence of provision 

for payment at any particular time by setting 
aside a sum therefor; there being no intent to 
declare dividend. * * 

This case is a proper test to apply to the case at bar, 
and the application of this test leads conclusively to 
the fact that the amounts credited upon the books of 
Hadley-Dean Glass Company ivere not dividends to 
the stockholders. 

A decision of the Board in a case which is prac¬ 
tically identical with the case at bar, is the Appeal of 
David A. Ter Bush, 4 B. T. A., 984, wherein it is held 
that 


“Certain amounts credited to the taxpayer on 
the books of a corporation held not to be divi¬ 
dends,” 

and the closing sentence in the opinion, by Mr. Mar¬ 
quette, reads as follows: 

“Since there was no intention to declare a 
dividend of the full amount of surplus and earn¬ 
ings or that they should be withdrawn, we are 
of the opinion that the taxpayer should be 
charged only with the amount of such surplus 
earnings as he actually withdrew.” 

In the instant case we do not find even the question 
of partial mthdrawals. The record shows that all with- 
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drawals were amply covered by proper credits to thej 
account of the petitioner for salary, rentals, etc. ! 

A similar situation exists in the Ter Bush case as| 
in the instant case, that there was no intention to de¬ 
clare dividends; also that the amounts in question werej 
not available to be withdrawn, and that no formal divi-i 
dend had been declared. 

The District Court for the State of Kansas has alsoi 
recognized the principle that dividends are not created! 
merely by entries upon the books in the case of The 
Davidson S Case Lumber Co. vs. Matter, 1926, C. C.i 
H., 7557, in its decision of March 2,1926, wherein it is 
held that 

“Corporate earnings of prior years credited 
on the corporate books to the stockholders but 
not declared as a dividend constitute invested: 
capital and not borrowed capital.” | 

I 

In this case, corporate earnings had been distributed! 
upon the books to the stockholders of the close cor-l 
poration in a manner which appears to be identical j 
with the practice followed by Hadley-Dean Glass Com-1 
pany. Similarly, no dividends had ever been declared, 
and in its opinion the court found that the undivided 

i 

profits, so long as they remained in the business of the i 
company and had neither been declared as dividends : 
nor paid out to the stockholders, remained surplus of i 
the corporation and invested capital. The distinction ; 
between that case and the case at bar is that the in-! 
stant case is a question of income, but it must be recog-1 
nized that the same principles apply in determining ! 
that income. 

U 
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If the amounts in question were surplus of the cor¬ 
poration, the petitioner herein, who was a stockholder 
in the corporation, could not withdraw any part of 
such surplus which was corporate property, as held in 
Eisner vs. Maconiher, 252 U. S., 189; 3 Am. Fed. Tax 
Kep., 3020: 

“Certainly the interest of the stockholder is 
a capital interest, and his certificates of stock 
are but the evidence of it. They state the num¬ 
ber of shares to which he is entitled and indi¬ 
cate their par value and how the stock may be 
transferred. They show that he or his assign¬ 
ors, immediate or remote, have contributed cap¬ 
ital to the entei'prise, that he is entitled to a 
corresponding interest proportionate to the 
whole, entitled to have the property and busi¬ 
ness of the company devoted during the cor¬ 
porate existence to attainment of the common 
objects, entitled to vote at stockholders’ meet¬ 
ings, to receive dividends out of the corpora¬ 
tion’s profit if and when declared, and, in the 
event of liquidation, to receive a proportionate 
share of the net assets, if any, remaining after 
paying creditors. Short of liquidation, or until 
dividend declared, he has no right to withdraw 
any part of either capital or profits from the 
common enterprise; on the contrary, his interest 
pertains not to any part, divisible or indivisible, 
but to the entire assets, business, and affairs of 
the company. Nor is it the interest of an owner 
in the assets themselves, since the corporation 
has full title, legal and equitable, to the whole. 
The stockholder has the right to have the assets 
employed in the enterprise, with the incidental 
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rights mentioned; but, as stockholder, he has np 
right to withdraw, only the right to persist, sub¬ 
ject to the risks of the enterprise, and looking 
only to dividends for his return. If he desires 
to dissociate himself from the company he caii 
do so only by disposing of his stock.” 

(i) 

i 

The amounts credited to taxpayer on the books of 
Hadley-Dean Glass Company were not income to him 
AS DEFINED IN SECTION 213 (a) OF THE EbvENUE Act OF 

1918. I 

i 

The amounts credited to the taxpayer on the books 

of ITadley-Dean Glass Company and alleged by the 

1 

Commissioner of Internal Revenue to be dividends 
were not income to the petitioner as defined in Sectibn 
213 (a) of the Revenue Act of 1918, which provides^ 

“That for the purposes of this title (except 
as otherwise provided in section 233) the term 
‘gross income’—(a) Includes gains, profits, and 
income derived from salaries, wages, or coifi- 
pensation for personal ser\'ice * * * of what¬ 
ever kind and in whatever form paid, or frotn 
professions, vocations, trades, businesses, coih- 
merce, or sales, or dealings in property, whether 
real or personal, growing out of the ownership 
or use of or interest in such property; ali|o 
from interest, rent, dividends, securities, or the 
transaction of any business carried on for gain 
or profit, or gains or profits and income derived 
from any source whatever. * * *” I 
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Tlie only portion of the aboVe-quotecI section of the 
Revenue Act of 1918 which is pertinent to the issues 
in this appeal is the class of items enumerated in Sec¬ 
tion 213 (a) as “dividends.” 

The argument heretofore set forth conclusively 
proves that Leo G. Hadley, the taxpayer against whom 
the Commissioner of Internal Revenue proposes to as¬ 
sert a deficiency in tax, did not receive “dividends” 
either actuallv or constructivelv, and it must follow 

that likewise Mr. Hadlev did not receive income in 

» 

the amounts alleged. 


II. 

The Boatd erred in holding that the Taxpayer had 
it entirely within his power to withdraw from the cor¬ 
poration amounts entered on the books to his credit. 

In the opinion of the Board, it will be seen that the 
corporate entity of the Hadley-Dean Glass Company 
has been ignored and briefly disposed of by the Board 
with the statement that 

“Corporate earnings may be distributed with 
the effect of dividends, although formal declara¬ 
tion by the usual resolution has not been made.” 

It is submitted that such a conclusion is erroneous 
in view of the proven facts in the case at bar. Had 
there never been declarations of dividends by the cor¬ 
poration, and had the stockholders at any and all times 
been able to reach in to the corporation and take there¬ 
from such portions of the surplus as they might wish, 
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some foundation for such a conclusion might exist. But 
the facts disclosed in this case indicate an entirely op¬ 
posite condition. We find that from 1898 to 1910 thei 
directors of the corporation held annual meetings in I 
December of each vear and declared dividends to thei 
stockholders (R. 12). AVe find further that the last; 
express declaration of dividends was credited to the| 
stockholders on the books of the company on January 
1,1910 (R. 13). And the reason for the discontinuancei 
of dividends is also disclosed, this being that the cor-! 
poration not o^vning a building in which to do business | 
desired to provide the stockholders with funds witlr 
which they could build a building for the use of the; 
corporation and for that reason ceased the declaration! 
of dividends when that had been accomplished (R. 13) 
and it is only reasonable to suppose that the intention 
of the corporation then was to husband its finances in 
order to do business in as an efficient and profitable a; 
manner as possible. | 

The Board has eliminated entirely the cor])oralci 
entity of the Hadley-Dean Glass Company in s])ite of 
the fact that the usual functions of a corporation were 
carried out and that the United States taxed the cor¬ 
poration as an entity and the appellant herein as an! 
individual. It is submitted that the entity of the cor-| 
poration must be recognized and as laid down in the! 
ease of Eisner v. Macomber, 252 U. S., 189; 3 Am. Fed.; 
Tax Rep. 3020: 

“We have no doubt of the power or duty of aj 
court to look through the form of the corpora-! 
tion and determine the question of the stock- 
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holder’s right, in order to ascertain whether he 
has received income taxable bv Conaress with- 
out apportionment. But, looking through the 
form, we cannot disregard the essential truth 
disclosed, ignore the substantial difference be¬ 
tween corporation and stockholder, treat the en¬ 
tire organization as unreal, look upon stock¬ 
holders as partners, when they are not such, 
treat them as having in equity a right to a parti¬ 
tion of the corporate assets, when they have 
none, and indulge the fiction that they have re¬ 
ceived and realized a share of the profits of the 
company which in truth they have neither re¬ 
ceived nor realized. We must treat the corpora¬ 
tion as a substantial entity separate from the 
stockholder, not only because such is the prac¬ 
tical fact but because it is onlv bv recosiiizing 
sucli separateness that any dividend—even one 
paid in money or property—can be regarded as 
income of the stockholder. Did we regard cor¬ 
poration and stockholders as altogether iden¬ 
tical, there would be no income except as the 
corporation acquired it; and while this would 
be taxable against the corporation as income 
under appropriate provisions of the law, the in¬ 
dividual stockholders could not be separately 
and additionally taxed with respect to their sev¬ 
eral shares even when divided, since if there 
were entire identity between them and the com¬ 
pany they could not be regarded as receiving 
anything from it, any more than if one’s money 
were to be removed from one pocket to an¬ 
other.” 

The corporate entity of Hadley-Dean Glass Com¬ 
pany cannot be lightly pushed aside, and it is well 
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settled that unless it is necessary in order to circum¬ 
vent fraud, corporate entity will not be disregarded. 
hi re Watertown Paper Co., 169 Fed. 252. 

In re Gay v. Hudson Eiver Electric Power 
Co., 187 Fed. 12, 14, 15. 

In re Hunter v. Baker Motor Vehicle Co., 225 
Fed. 1006, 1015. 

In re Pittsburgh & Buffalo Co. v. Duncan, 232, 
Fed. 584, 587. 

In re New York Trust Co. v. Carpenter, 250 
Fed. 668; 1 Am. Fed. Tax Rep. 954. 

This rule is clearly and forcibly stated by Mr. 
Justice McKenna in delivering- the judgment of the 
Supreme Court in McCaskill Co. v. United States, 216 
U. S. 504, 30 Sup. Ct. 3S'6, 54 L. Ed. 590, wherein it is 
stated that 

“Undoubtedly a corporation is, in law, a 
person or entity entirely distinct from its stock¬ 
holders and officers. It may have interest dis¬ 
tinct from theirs. Their interests it may be 
conceived, may be adverse to its interest, and 
hence has arisen against the presumption that 
their knowledge is its knowledge, the counter 
presumption that in transactions with it, when 
their interest is adverse, their knowledge, will 
not be attributed to it. But while this presump¬ 
tion should be enforced to protect the corpora¬ 
tion, it should not be carried so far as to enable 
the corporation to become a means of fraud or 
a means to evade its responsibilities.” 

There is no question of fraud involved in the case 
at bar and the Government of the United States can 
suffer no loss nor be placed at any disadvantage by 



40 


the recognition of the facts as they exist. Hadley- 
Dean Glass Company, the corporation, pays its lawful 
tax to the United States, and the appellant in this 
proceeding likewise does the same. 

m. 

The Boaxd erroneously held that Hadley had with¬ 
drawn amounts indiscriminately from the corporation 
from the amounts credited to him on its books. 

The Board in its opinion arrived at the conclusion 
that the taxpayer had withdrawn amounts indiscrimi¬ 
nately from the personal credits to Hadley (R., 18). 

It is submitted, however, that this conclusion is er¬ 
roneous in the light of the existing facts as disclosed 
in the record of this case. 

The following table discloses the actual situation 
with respect to credits and withdrawals: 
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It will be seen that during the years 1910 to 1917, 
inclusive^ Hadley received income from the corpora¬ 
tion, aside from any of the corporate earnings credited 
to him on the books, of approximately $20,000.00 a 
year, and it will also be seen that in but three of these 
years did Hadlev withdraw more than the amounts 
actually credited to him separately and apart from the 
earnings of the corporation and it will also be seen 
that in those years the balance to his Credit, exclusive 
of the earnings, was ample to cover the withdrawals 
made by him, and in 1917 when the largest withdrawal 
was made, it will readily be seen that there was more 
than enough credit upon the books of the corporation 
to take care of tliis large withdrawal without encroach¬ 
ing upon the earnings which are now claimed to have 
been erroneously credited to him. 

It will be recalled from tlie statement of facts that 
the credits against which the withdrawals were made 
consisted of salaries, rentals, and an equal amount of 
interest, computed sometimes upon the basis of the 
capital stock of tlie corporation, and sometimes with 
additional amounts which appear to have been com¬ 
puted in various ways, sometimes upon monthly bal¬ 
ances, sometimes upon individual loans, and some¬ 
times in an amount which Dean supposed, was a legal 
interest deduction for income tax purposes under the 
then existing tax laws (E. 13). 

The fact that withdrawals did not exceed the credits 
admitted by the taxpayer substantiates the contention 
that there was no intent to withdraw the earnings of 
the corporation after the declaration of dividends 
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ceased in 1910, because the withdrawals of the peti¬ 
tioner did not encroach upon the credits erroneously 
made to his account representing earnings of the cor¬ 
poration and that the amounts withdrawn did keep 
within the limit of the amounts credited to him upon 
the books for salarj^ rent, and miscellaneous items 
which were placed to his credit and lawfully his. T!o 
repeat, if Hadley had repeatedly dipped into the earn¬ 
ings of the corporation and was before the Court wiljh 
a plea that he had borrowed sums from the earnings 
but did not intend to withdraw them from the business, 
it is conceived that he would be in a very absurd posi¬ 
tion, but instead he comes in with a record of not hav¬ 
ing drawn upon the earnings of the corporation arid 
the facts found by the Board indicate that it was not 
the intention of himself or Hr. Dean, the other priji- 

cipal stockholder, that the earnings of the corporation 

• : 

should be distributed in toto at the close of any of the 
years in which they were earned. 

Recognizing that there exists in this case a corpor¬ 
ate entity and an individual taxpayer and that froin 
the corporation the taxpayer appears to have re¬ 
ceived adequate compensation in the way of salary 
and other lawful payments, it is not fair to assume that 
the taxpayer went into the corporate treasury arid 
withdrew amounts to which he was not entitled, especi¬ 
ally in view of the fact that the corporation had ceased 
declaring dividends in 1910 for which the record dis¬ 
closes a logical reason. It is submitted that the rea¬ 
sonable and fair conclusion is that the earnings of the 
corporation even though credited to the two principal 
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stockholders on the books were not intended as dis¬ 
tributions but explainable by the methods employed 
and the lack of knowledge of Dean who acted as book¬ 
keeper and kept the books in an unscientific manner 
(E. 13). 

The test to apply in this case is not what might 
have happened or what Hadley might have done with 
respect to the earnings credited to him on the books 
of the corporation nor to assume that the corporation 
might have marshalled enough resources to have paid 
out to the stockholders earnings credited to them upon 
the books of the corporation but the true criterion to 
be followed is what did actually happen, and of this 
there can be no doubt. Hadlev did not receive the 
earnings nor any portion of them and the action of the 
corporation duly recorded and followed by the lack of 
corporate action, to-wit, the declaration of dividends 
subsequent to 1910, rebuts any presumption that it was 
either the intent on behalf of the corporate entity or 
desire on the part of the stockholders that the earnings 
of the corporation should be completely and entirely 
distributed in any manner whatsoever, year by year, 
and it is submitted that only by the most strained con¬ 
struction can it possibly be held that Hadley is liable 
for income tax to the United States Government on 
amounts of alleged income which are at best assump¬ 
tions, supposed dividends, and in amounts manufac¬ 
tured by the Commissioner of Internal Eevenue, and 
not even those amounts appearing upon the books of 
the corporation to Hadley’s credit. 
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IV. 

The Board erroneously failed to hold in its opinion 
that the taxpayer kept his books of account on the | 
basis of actual receipts and disbursements. 

In the opinion of the Board is found the express i 
statement that the question as to whether the taxpayer 
accounted for his income on the basis of actual re-: 
ceipts or on the basis of accruals is left unanswered, I 
(R. 17) and in the opinion the Board goes further andj 
states that if the taxpayer was on the so-called cash I 
receipts basis, that his contentions cannot be sus¬ 
tained (R. 18). In spite of this qualifying statement 
by the Board, it is apparent that this has played a i 
large part in the decision made in favor of the Com- 

I 

missioner of Internal Revenue and it is contended on 
the part of the aj^pellant, in this proceeding that,! 
doubt existing in the mind of the Board, that the find-1 
ings should have been that the taxpayer was upon the 
cash receipts and disbursements basis. 

In the first place, Hadley was an individual engaged: 
in the glass business and in the operation of the cor¬ 
poration, Hadley-Dean Glass Company, and there isi 
no evidence that he was familiar with accounting ' 
methods or bookkeeping procedure and to the con-; 
trary, the record discloses that he knew nothing of: 
such things (R. 25). Hadley upon the witness stand 
was questioned in an effort to ascertain from him; 
concerning the methods used in accounting for his in- i 
come during the taxable years involved in this pro¬ 
ceeding, and the only thing he seemed to know was! 
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that he could not withdraw the earnings which were 
credited upon the books without a resolution of the 
Board of Directors and when asked concerning the 
accrual basis of accounting stated he knew nothing of 
it, and it is difficult to perceive how any other con¬ 
clusion can be draAvn than that the taxpayer kept his 
books in the manner usual to individual taxpayers. 

In the premises, the presumption is immediately 
raised that a taxpayer keeps his books upon the cash 
basis. The accrual method of accounting is a technical 
and scientific method employed in modern business 
where certain items of income and expense are known 
during a certain period but neither received or ex¬ 
pended during such a period, but in order to reflect 
an accurate and true condition of the business from 
one accounting period to the next, it is necessary by 
means of this so-called accrual method to account for 
such items at times other than the dates of actual 
receipt and expenditure. Such method could not have 
possibly been employed by Hadley, first, because he 
knew nothing of it when questioned upon the subject, 
and secondly, by reason of the fact that the Commis¬ 
sioner of Internal Revenue is at this time attempting 
to add certain amounts to the income of Hadlev for 
these taxable years and compute tax upon the same, 
the taxpayer never having made a return of such 
amounts for i)urposes of taxation; and there being no 
dispute that Hadley did not receive these amounts, 
it must follow that they did not accrue to him under his 
own methods of preparing his income tax returns. 

In the ordinarj' transactions of life, fairness and 
honesty are presumed (Jones on Evidence, paragraph 
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I 


13, and cases cited) and, further, the law does not 
presume an illegal act. I 

The Commissioner of Internal Eevenue by imputing | 

j 

to Hadley the receipt of monies from the corporation I 
merely by reason of the fact of certain entries upon 
the books of the corporation, Hadley not having made 
return of these amounts for purposes of taxation, im¬ 
putes to him an illegal act which is entirely unfounded i 
in the absence of any hint of fraud and fraud cannot I 
be presumed. 

Jackson v. Clifford, 5 App. D. C. 312. I 

McDaniel v. Parrish, 4 App. D. C. 213. 

Security Investment Co. v. Garrett, 3 App. D. C. : 
69. I 

The United States Board of Tax Appeals has had be¬ 
fore it questions involving the determination of 
whether or not a taxpayer employed the accrual 
method of accounting or the cash receipts method and I 
has sustained the Commissioner of Internal Revenue i 
in his finding that the cash receipts method was em- I 
ployed even where inventories were used which, from 
an accounting standpoint it will be recognized, points | 
strongly toward the accrual method. In these cases, I 

f 

the taxpayer has endeavored to prove the accrual : 
method, being engaged in business and using inven- 

I 

tories. 

Theodore H. Beckman v. Commissioner of In¬ 
ternal Eevenue, 8 B. T. A. 830. 

Sam Greengard v. Commissioner of Internal I 
Revenue, 8 B. T. A. 734. 
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The taxpayer in this proceeding is in no such posi¬ 
tion but appears in the ordinary category of individ¬ 
ual taxpayers, employed by another, and it is urged 
that the presumption in such case is that the account¬ 
ing for such taxpayer’s income, in the absence of evi¬ 
dence to the contrary, is upon the cash receipts and 
disbursement basis. 

This conclusion, of course, destroys that portion of 
the opinion of the Board upon this point. The Board 
labels this a question of first importance and yet dis¬ 
misses it summarily. Assuming for purposes of this 
argument that the taxpayer was upon the cash basis, 
and recognizing from the record that the taxpayer did 
not actually receive the amounts now attempted to be 
taxed by the Commissioner of Internal Revenue, it 
follows that the attempt of the Commissioner of In¬ 
ternal Revenue to assert tax against Hadley on ac¬ 
count of earnings of a corporation of which he hap¬ 
pened to be a stockholder merely because certain 
amounts were credited to Hadley upon the books of 
the corporation, which corporation probably was upon 
the accrual basis, must fail and does not prove nor 
even indicate that such amounts are taxable to the 
taxpayer in this proceeding (Appeal of H. C. Couch, 
1 B. T. A. 103; Appeal of A. L. Englander, 1 B. T. A. 
760). 

V. 

The Board erred in holding that the appellant had 
not proven his cause. 

In arriving at its decision, the United States 
Board of Tax Appeals of necessity had as its prem- 
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iaes the record as made'at the trial of this case and it 
was necessary that all factors involved in that cas^ 
should be used to draw a conclusion which w’as fair to 
both parties to the litigation and in accordance with 
the provisions of the revenue laws under which it is 
propsed to tax the appellant herein. There is no quesf 
tion raised but what the preliminary steps with ret 
spect to pleading and practice before the Board were 
satisfactorily complied with and the record as certified 
to this Court discloses a situation upon which the taxp 
payer contends that the Board rendered an erroneou$ 
opinion based upon false conclusions drawn from the 
facts presented. 

It is evident that the bookkeeping methods of the 
Hadley-Dean Glass Company, the corporation, which is 
the source of the income alleged to have been derive4 
by Hadley, the appellant herein, were confused, un| 
scientific and did not accurately reflect anything but a 
desire to keep track of the corporate business, and 
under such conditions it is necessary to determine 
what the true status of the corporate books was. 

It was early recognized that the books did not act 
curately reflect the condition of the corporation or the 
relationship between the corporation and its stock¬ 
holders, and this is adequately proven by the action 
taken in 1918, long before this controversy arose, in 
having the books of the corporation audited and those 
figures which represented surplus of the company un-t 
distributed and unobtainable by the stockholders placed 
in the surplus account where they belonged, and ther^ 
is no question raised by the Commissioner of Internal 


It 
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Kevenne when this action was taken in 1918 (R. 15). 
How can such an anomalous situation exist as is dis¬ 
closed by the position taken by the Commissioner of 
Internal Revenue and approved by the United States 
Board of Tax Appeals, that before certain bookkeep¬ 
ing entries were made in 1918, the stockholders were 
possessed of all the surplus of the company, while 
immediatelv afterwards without further ceremonv or 
formality, corporate or othenvise, with a mere stroke 
of the pen, this surplus became the property of the 
corporation. There is no debate about the fact that 
the monies never were taken bv the stockholders, nor is 
there anv evidence that anv other action was taken 
than a mere series of bookkeeping entries which 
changed the character of certain credits to the stock¬ 
holders upon the books of the corporation as a result 
of an examination whose very purpose was to show 
upon the books what should have been actually shown 
there. 

It is true that the record is lacking in definite proof 
as to the method employed by the appellant Hadley 
in keeping his books, whether upon a cash or an accrual 
basis but it is submitted that in view of Hadley’s lack 
of knowledge of what even the accrual basis means, 
supported by the fact that the amounts alleged by 
the Commissioner of Internal Revenue to be dividends 
were never included by him in his income tax retiirns, 
that this factor is of no importance and certainly 
should not be used by the Board as the question of 
first importance and upon which it is apparent the de- 
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• cision of the Board rests in spite of the saving clause 
in the opinion that even on the receipts basis, th 6 
evidence leaves the case too nncerta^n to sustain th^ 
taxpayer. 

The taxpayer in this ease lias proven that no legal 
dividends were declared; that amounts representing 
alleged dividends were not withdravm; that the taxj- 
payer never imagined nor intended the amounts in 
question as dividends; never returned them for inf 
come tax purposes, the amounts themselves not bein^ 
even credited upon the books in the usual method of 
crediting dividends in proportion to stockholdings 5 
and the fact that dividends were at one time legally def 
dared and then ceased rebuts even the presumption 
that the amounts credited to the accounts of the prim 
cipal stockholders were dividends and upon such coni- 
clusive proof it is respectfully submitted that the 
United States Board of Tax Appeals has erred ancl 
that the taxjiayer has in fact proven his cause and is 
entitled to judgment. 

VI. 

I 

1 

The decision and order of the Board is in error in 
that the findings of fact made by it are insufficient to 
support said decision and order. 

In the section of this brief set forth next above urgui- 
ment is presented to show that the taxpayer has In fact 
proven his cause of action by competent testimony. ; 

In accordance with the opinion of the Board, judgf 
ment was rendered on November 29, 1928, sustaining 
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the determination of the Commissioner of Internal • 
Revenue for the taxable years 1917, 1918 and 1919 in 
the amounts shown in the deficiency letter from wliich 
appeal was taken to the Board (R. 18). 

It is submitted that if the taxpayer has proven his 
cause of action as argued herein, that the decision of 
the Board is in error and it follows that the order of 
redetermination made bv the Board is in error and 

should be reversed with a reduction in tax liabilitv re- 

• 

suiting from a reduction of the income of this taxpayer 
through the elimination of amounts upon which he is 
now taxed by the Commissioner of Internal Revenue 
on account of alleged dividends received from the 
Hadley-Dean Glass Company. 

vn. 

The Board erred in rendering a decision for the 
respondent. 

Leo G. Hadley received no dividends from Hadley- 
Dean Glass Company during the taxable years 1917 
and 1918. 

Leo G. Hadley received no taxable income in the 
form of dividends from Hadley-Dean Glass Company 
during the taxable years 1917 and 1918. The action 
of the United States Board of Tax Appeals in render¬ 
ing a judgment for the Commissioner of Internal Reve¬ 
nue and thereby approving his action in computing 
tax upon amounts credited to the account of Leo G. 
Hadley on the books of Hadley-Dean Glass Company, 
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holding same to be dividends and income to him, should 
be found by this Honorable Court to be erroneous. 

And the judgment of the United States Board of 
Tax Appeals should, therefore, be reversed. 

Eespectfully submitted, 

LUTHER F. SPEER, 
FRED A. WOODIS, 
Attorneys for Appellant, 
Munsey Building, Wasliington, D. C. 

BURKART & QUINN, 

Colorado Building, 

Washington, D. C., 

Of Counsel. 
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No. 4829 
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V. I 

Commissioner of Internal Revenue 

02f APPEAL FROM THE UNITED STATES BOARD OF ITAJj 

APPEALS 


BRIEF FOE APPEHEE 


previous opinion 

The only previous opinion in this case is that 
of the United States Board of Tax Appeals (Ri 
16-18) which is reported at 6 B. T. A. 1031. 

JURISDICTION 

Appeal was taken from a decision of the United 

States Board of Tax Appeals under Sections 1001^ 

1002, and 1003 of the Revenue Act of 1926, c. 27^ 

44 Stat. 9,109, and is filed in this court by stipula^ 

tion (R. 22) under Section 1002 of that Act. The 

( 1 ) 




2 


petition for review was filed May 22, 1928, within 
six months after the entry of the final order of re¬ 
determination. (R, 18-19.) 

QUESTION PRESENTED 

Whether earnings of the Hadley-Dean Glass 
Company which, during the years 1917 and 1918, 
were set aside to the credit of the appellant on the 
books of the corporation, constituted taxable in¬ 
come to him for those years. 

STATUTES AND REGUXATIONS INVOLVED 

Revenue Act of 1917, c. 63, 40 Stat. 300: 

Sec. 1200. That subdivision (a) of section 
two of such Act of September eighth, nine¬ 
teen hundred and sixteen, is hereby amended 
to read as follows: 

“(a) That, subject only to such exemp¬ 
tions and deductions as are hereinafter al¬ 
lowed, the net income of a taxable person 
shall include gains, profits, and income, de¬ 
rived from salaries, wages, or compensation 
for personal service of whatever kind and in 
whatever form paid, or from professions, 
vocations, businesses, trade, cocmmeree, or 
sales^ or dealings in property, whether real 
or personal, growing out of the ownership or 
use of or interest in real or personal prop¬ 
erty, also from interest, rent, dividends, se¬ 
curities, or the transaction of any business 
carried on for gain or profit, or gains or 
profits and income derived from any source 
whatever.*’ 

* * * « * 
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J 

Sec. 1211. That Title I of such Act ojf 
September eighth, nineteen hundred and 
sixteen, is hereby amended by adding tb 
Part III six new 'sections, as follows: 

* * * * * I 

“Sec. 31. (a) That the term ‘dividends’ 
as used in this title shall be held to mean 
any distribution made or ordered to bb 
made by a corporation, joint-stock com^ 
pany, association, or insurance company, 
out of its earnings or profits accrued sincb 
March first, nineteen hundred and thirteen, 
and payable to its shareholders, whether in 
cash or in stock of the corporation, joint- 
stock company, association, or insurance 
company, which stock dividend shall be conH 
sidered income, to the amount of the earn¬ 
ings or profits so distributed. 

“ (b) Any distribution made to the shareh 
holders or members of a corporation, joints 
stock company, or association, or insurance 
company, in the year nineteen hundred an^ 
seventeen, or subsequent tax years, shall be 
deemed to have been made from the most re^ 
cently accumulated undivided profits or sur^ 
plus, and shall constitute a part of the anj- 
nual income of the distributee for the year 
in which received, and shall be taxed to thb 
distributee at the rates prescribed by law for 
the years in which such profits or surplus 
were accumulated by the corporation, jointf 
stock company, association, or insurance 
company; but nothing herein shall be conf 
strued as taxing any earnings or profits aci- 
crued prior to March first, nineteen hundred 
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and thirteen, but such earnings or profits 
mav be distributed in stock dividends or 
otherwise, exempt from the tax, after the 
distribution of earnings and profits accrued 
since March first, nineteen hundred and thir¬ 
teen, has been made. This subdivision shall 
not apply to any distribution made prior to 
August sixth, nineteen hundred and seven¬ 
teen, out of earnings or profits accrued prior 
to March first, nineteen hundred and thir¬ 
teen.” 

Revenue Act of 1918, c. 18, 40 Stat. 1057— 

Sec. 201. (a) That the term “dividend” 
when used in this title (except in paragraph 
(10) of subdivision (a) of section 234) 
means (1) any distribution made by a cor¬ 
poration, other than a personal service cor¬ 
poration, to its shareholders or members, 
whether in cash or in other property or in 
stock of the corporation, out of its earnings 
or profits accumulated since February 28, 
1913, or (2) any such distribution made by 
a personal service corporation out of its 
earnings or profits accumulated since Feb¬ 
ruary 28,1913, and prior to January 1,1918. 

Sec. 213. That for the purposes of this 
title (except as otherwise provided in sec¬ 
tion 233) the term “gross income”— 

(a) Includes gains, profits, and income 
derived from * * * professions, voca¬ 
tions, trades, businesses, commerce, or sales, 
or dealings in property, whether real or per¬ 
sonal, growing out of the ownership or use 
of or interest in such property; also from 
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interest, rent, dividends, securities, or tike 
transaction of any business carried on for 
gain or profit, or gains or profits and inconke 
derived from any source whatever. The 
amount of all such items shall be included 
in the gross income for the taxable year in 
which received by the taxpayer, unless, un¬ 
der methods of accounting permitted under 
subdivision (b) of section 212, any such 
amounts are to be properly accounted for as 

of a different period; | 

* * * * * I 

Article 4, Paragraph 51, Treasury Regulations 
33— 

Receipt basis .—^Actual receipt is a reduc¬ 
tion to possession. Constructive receipt I is 
where income is credited to or made avail¬ 
able to recipients and is to be reported as ih- 
come; as credit to account of recipients of 
savings-bank interests, etc. i 

Treasury Department Regulations 45— 

Art. 53. Income not reduced to posses¬ 
sion .—Income which is credited to the ac¬ 
count of or set apart for a taxpayer and 
which may be drawn upon by him at aiiy 
time is subject to tax for the year during 
which so credited or set apart, although hot 
then actually reduced to possession. To con¬ 
stitute receipt in such a case the income must 
be credited to the taxpayer without any sub¬ 
stantial limitation or restriction as to the 
time or manner of payment or 'Condition 
upon which payment is to be made. A book 
entry, if made, should indicate an absoliite 
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transfer from one account to another. If 
the income is not credited, but is set apart, 
such income must be unqualifiedly subject to 
the demand of the taxpayer. Where a cor¬ 
poration contingently credits its employees 
with bonus stock, but the stock is not avail¬ 
able to such employees until the termination 
of five years of employment, the mere credit¬ 
ing on the books of the corporation does not 
constitute receipt. The distinction between 
receipt and accrual must be kept in mind. 
Income may accrue to the taxpayer and yet 
not be subject to his demand or capable of 
being drawn on or against by him. 

Art. 54. Examples of constructive re¬ 
ceipt .—Where interest coupons have ma¬ 
tured, but have not been cashed, such in¬ 
terest payment, though not collected when 
due and payable, is nevertheless available 
to the taxpayer and should therefore be in¬ 
cluded in his gTOss income for the year 
during which the coupons matured. This 
is so if the coupons are exchanged for other 
property instead of eventually being cashed. 
Dividends on corporate stock are subject to 
tax when set apart for the stockholder, al¬ 
though not yet collected by him. See sec¬ 
tion 201 of the statute and articles 1541- 
1549. The distributive share of the profits 
of a partner in a partnership or of a stock¬ 
holder in a personal seiwice corporation is. 
regarded as received. See section 218 of 
the statute and articles 321-335. Interest 
credited on savings-bank deposits, even 
though the bank nominally have a rule, sel- 
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dean or never errfenreed, that it may requite 
so many days’ notice in advance of cashing 
depositors’ checks, is income to the dje- 
positor when credited. An amount credited 
to shareholders of a building and loan als- 
sociation, when such credit passes without 
restriction to the shareholder, has a taxable 
status as income for the year of the credit. 
Where the amount of such accumulatiohs 
does not become available to the shareholder 
until the maturity of a share, the amount of 
any share in excess of the aggregate amouht 
paid in by the shareholder is income for the 
year of the maturity of the share. 

STATEMENT OF FACTS 

The facts in this ease were, in the main, stipii- 

I 

lated and were found by the Board of Tax Appeals 
to be, in substance,, as follows (R. 12-16) : 

The petitioner is an individual residing in St. 
Louis, Missouri. 

The Hadley-Dean Glass Company is a corpora¬ 
tion organized under the laws of the State of Mis¬ 
souri in 1897. Its business is the manufacture and 
sale of plate and window glass. The following is 
a list of the stockholders and a statement of their 
holdings from the date of organization through the 
taxable years involved in this proceeding: 


Owen M. Dean_105 shares. 

Lea G. Hadley-94 sharea 

George G. Heffeman_ 1 share. 


From 1898 to 1910, the directors of the corpora¬ 
tion held annual meetings in December and de- 
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dared dividends to the stockholders. The last ex¬ 
press declaration of dividends was on December 
31, 1909, from the earnings of that year, and the 
dividend was credited to the stockholders on the 
books of the company on January 1, 1910, The 
corporation did not own a building in which to do 
business and these dividends were declared for the 
purpose of enabling the two principal stockholders. 
Dean and Hadley, to accumulate sufficient funds 
with which to build a building. 

From 1897 up to and including 1910 there were 
also credits to the account of the petitioner for 
salary, interest, and cash contributed to the busi¬ 
ness by him. 

From 1910 to 1918, inclusive, there were no ex¬ 
press declarations of dividends by the board of di¬ 
rectors. Heffernan was paid 1/200 of the net earn¬ 
ings, and the balance of the earnings was allowed 
to remain in the business, one-half being credited 
to Dean and one-half to petitioner, notwithstanding 
the fact that Dean owned 105 shares and petitioner 
94 shares of the stock of the corporation. The 
accounts of both these individuals were also credited 
with salaries, rentals, and an equal amount of in¬ 
terest, computed sometimes upon the basis of the 
capital stock of the corporation and sometimes with 
additional amounts which appear to have been com¬ 
puted in various ways, sometimes upon monthly 
balances, sometimes upon individual loans, and 
sometimes in an amount which Dean supposed was 
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a legal interest deduction for income tax purposes 
under the then existing tax laws. An accuratb 
determination of the basis in each case is not pos¬ 
sible from an examination of the books. The ratje 
of interest used in computing interest credits varied 
for the different years. The amounts credited were 
arbitrary and generally at much less than the legal 
rate. 

The books were kept in an unscientific manner. 
Dean acted as bookkeeper, and Hadley, who is not 
an accountant or bookkeeper, occasionally made ah 
inspection to determine whether or not they were in 
his judgment correct. 

The earnings of the corporation for the calendar 
year 1916 amounted to $122,342.22. After the pajj"- 
ment to Heffernan of his share of the earning^, 
$611.76, the balance was credited in equal amounis 
of $60,865.23 to the petitioner and Dean. The 

I 

earnings of the corporation for the calendar yea|r 
1917 amounted to $125,763.80. After the pay¬ 
ment to Heffernan of his share, $628.82, the balande 
was credited in equal amounts of $62,567.49 to the 
accounts of the petitioner and Dean. The earn¬ 
ings of each year were credited to the accounts on 
January 2 of the following year. 

The Commissioner made several adjustments in 
the amounts credited to the stockholders’ accounts 
for taxes accruing against the income of the corpo¬ 
ration and certain other minor matters. An ad¬ 
justment of the earnings was also made upon the 
basis of the percentage of stock ownership of the 
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two principal stockholders. Of the $60,865.23 of 
the earnings for the year 1916 credited to the peti¬ 
tioner’s account on January 2,1917, the respondent 
determined that $56,350.83 was a dividend to the 
petitioner in the year 1917. Of the $62,567.49 of 
the earnings for 1917 credited to the petitioner’s 
aceoimt on January 2,1918, the respondent deter¬ 
mined that $27,603.71 was a dividend to the peti¬ 
tioner in 1918. 

The following salaries were credited to the peti¬ 
tioner’s account during the years stated: 


1910...$12,500 

1911 _ 12,500 

1912 . 15,000 

1913 . 17,500 

1914 _ 10,000 


1915 . $10,000 

1916 _ 10,000 

1917._ 2,000 

1918. 15,000 


During the years from 1910 to 1917, inclusive, the 
corporation credited to the accounts of the peti¬ 
tioner and Dean the following equal amounts for 
the rent of the building occupied by the cor¬ 
poration and owned and built by them from the 
dividends declared prior to 1910; 


1910 

1911 

1912 
1913, 


$7, 500 
7,500 
8,750 
5, 625 


1914 

1915 

1916 

1917 


$3, 750 
3,750 
3,750 
1,875 


As to 1916 additional credits were made to the 
accounts of the two stockholders of $8,775.97 each, 
which was one-half of a discrepancy between the 
bank balance of the corporation and the balance 
sheets of the corporation, the discrepancy having 
been discovered by a revenue agent. A similar 
credit of $7,308.08 to the petitioner’s account was 
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made as to 1917, coveidug an ac6tiiaiuIa,tioii in 
bank balance of the corporation. 

The balance on the petitioner’s account as of 
January 1, 1910, the credits to the account subse¬ 
quent to that date of earnings, other credits exclud¬ 
ing earnings, total credits, withdrawals, the balahce 
excluding earnings, and the balance including 
earnings, are as follows: 


Year 

Total 

credits 

(excluding 

earnings) 

! 

Earnings 

Total 
credits, 
balance as 
per books 

With¬ 
drawals, 
Jan. 1« 1910 

Balance 

(excluding 

earnings) 

$72,659.25 

I 

Balaiice 

(including 

earnings) 

$72,659.25 

1910. 

$ 20 , eoo. 00 


$20,600.00 

$16.440.47 

$76,818.78 

$76,818.78 

1911. 

24,503.58 

$3,693.55 

28.197.13 

16,257.39 

85,064.97 

88,7^52 

1912. 

24.350.00 

1,879.85 

26,229.85 

38,719.84 

70,695.13 

76,2^53 

1913. 

25,631,91 

2,812. 71 

28,444.62 

14,182 19 

82,144 85 

90,5.^. 96 

1914. 

IS, 736.58 

9.736.13 

28,472.71 

13,139. 28 

87,742.15 

105,864 39 

1915. 

16,828.00 

477.98 

IT. 305.98 

13,077.05 

91,493.10 

110,0^.32 

1916. 

16,878.12 

4, 706.32 

21,584, 44 

19,279.35 

89,091.87 

112.3^41 

1917. 

15,885.32 

60,865.23 

76,750.55 

96,295.78 

8.681. 41 

92,8^18 

1918. 

22,308.08 

62,567.49 

84,875.57 

17,950.12 

13,039. ^7 





; 


During the year 1918 the books of the Hadley- 
Dean Glass Company were audited by public ac¬ 
countants and a modern accounting system in¬ 
stalled. In connection with this audit the amounts 
to the credit of Hadley and Dean on the books of 
the corporation were credited to the surplus account 
set up by the accountants making the audit ahd 
were subsequently considered as surplus by tjhe 
respondent. ' 

All purchases made by the Hadley-Dean Glhss 
Company were paid for in cash within 10 days from 
the dates of the invoices, and advantage taken of 
cash discounts obtained thereby. The merchan- 

I 

i 
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dise purchases from December, 1916, to June, 1918, 
which were paid for in cash, are as follows: 


1916— December_$90, 418. 59 

1917— January_ 44, 420. 18 

February_ 39, 461. 14 

March-1_ 21,951.52 

April.— 23,763.48 

May.. 17,519.74 

June_ 26, 126. 30 

July_ 24, 264 84 

August_ 31, 554 15 

September_ 20, 012. 72 


The balance sheets of 


1917— October_S28, 465. 23 

November_ 30, 571. 55 

December- . - - 5, 478. 38 

1918— January_ 26, 660. 45 

February_ 16, 408. 56 

March_ 53,553.63 

April_ 50, 162. 68 

May. 42, 935. 62 

June_ 36, 302. 71 


the corporation as of 


December 31, 1916, and December 31, 1917, are as 
follows: 



Dec. 31,1916 

j Dec. 31,1917 

ASSETS 

Cash_ 

S36, 589. 18 
201,125. 93 
4, 015. 00 i 
83, 182. 78 

1 

$88,175. 05 
166, 444. 61 
4, 436. 00 
75, 418. 79 

Merchandise_ 

Fixtures_ 

Accounts receivable_ 

LIABILITIES 

Accounts pavable_ 

324, 912. 89 

334, 474 45 

9, 197. 78 
20, 000. 00 
112, 398. 88 
62, 398. 88 
120, 917. 35 

3,158.76 
' 20, 000. 00 

90, 853. 65 

91, 020. 95 
129, 441. 09 

Capital stock - - -_ 

Due Hadlev_ 

Due Dean_ 

Balance—gain from operation_ 


324, 912. 89 

334,474.45 


The inventories of the corporation on hand at 
December 31, 1916, and December 31, 1917, con¬ 
sisted of polished plate glass and window glass, 
and the stock of such glass contained in the inven¬ 
tory was necessary in the operation of the business 
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of the Hadley-Dean Glass Company. The ac¬ 
counts receivable as of the same dates represented 
amounts due the corporation for the work of in¬ 
stalling glass in buildings. 

I 

SUMMARY OF ARGUMENT 

The evidence discloses that the intention of t|he 
corporation from the date of its organization doAVn 

I 

to 1918 was to distribute to its stockholders its 

I 

total available earnings, at first by formal declara¬ 
tions of dividends and subsequent to 1909 by 
crediting the accounts of two of its stockholders 
with its earnings except that Heffernan. an em¬ 
ployee, who owned only 1 share was paid his pro¬ 
portionate part of the earnings in cash. (R. 12- 
14.) While the credits to the account of the ap¬ 
pellant, who owned 94 shares, and to the account 
of his father-in-law, who owned 105 shares, were 
equal instead of being exactly proportionate to 

I 

their stock holdings, the Commissioner taxed tfcie 
appellant only with respect to his proportionate 
share of the earnings for 1917 and 1918, t^ie 
amounts upon which he would have been taxed if 
the corporation had acted with due formality, j 
Chattanooga Sav. Bank v. Brewer (C. C. A. 6th), 
17 F. (2d), 79 certiorari denied, 274 U. S. 751' a 
ease arising under the Revenue Act of 1918, es¬ 
tablished the principle that a distribution of cor¬ 
porate earnings may be effected by the co mm on 
consent of the stockholders without formal actibn 
on the part of the Board of Directors and also, that 
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£i distributioa so made, even if tbe books of the 
■corporation showed them as loans to the stock¬ 
holders, represented taxable dividends to the stock¬ 
holders. The corporate earnings distributed in the 
guise of salaries will also be treated as dividends. 
Botany Worsted Mills v. United States, 276 U. S. 
611; Becker Bros. v. United States (C. C. A. 2nd), 
* 7 F. (2d) 3. 

The appellant evidently concedes that taxable 
distributions mav be made otherwise than bv for- 

4 / *1 

mal action of the Board of Directors (appellant’s 
brief, p. 18) but considers that no distribution was 
made in his case. The evidence, however, brings 
this case squarely within this principle. Here there 
was no formal declaration, but corporate earnings 
were each year credited to the appellant’s account, 
to which salaries, rents, and other items due him by 
the corporation were credited, and he drew indis¬ 
criminately upon the total sum standing to his 
credit. His father-in-law kept the books, and the 
two together controlled the corporation. That ap¬ 
pellant did not withdraw all of the earnings which 
were credited or that he let the corporation use 
them does not show that they were not unquali¬ 
fiedly subject to his demand. 

It is not material to this question whether the 
taxpayer rendered his returns on a cash receipts 
and disbursements basis or on an accrual basis. If 
his returns showed accrued income, clearly the 

7 V 
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crediting of his account with the earnings con¬ 
stituted an accrual. United States v. Andersdn, 
269 U. S. 422. If, on the other hand, he reported 
income received, the amounts were constructively 
received when credited imder Article 4, paragraph 
51, of Regulations 33, supra, and Article 54 of 
Regulations 45, supra. If a distinction should be 
made in the event that the returns were made on 
a cash receipts and disbursements basis, the Board 
made no finding as to that fact and stated in its 
opinion that it could not do so. (R. 17.) The tax¬ 
payer failed to sustain the burden of proof in that 
respect and can not now contend that the returns 
were rendered on a cash receipts and disbursements 
basis. 

To adopt the respondent’s view is not to dis¬ 
regard the corporate entity theory, for it is well 
settled that a division of the profits of a coi'poi’a- 
tion among its stockholders constitutes a dividend, 
even though it is not so considered by the directors 
or stockholders. Chattanooga Sav. Bank \ v. 
Breiver, supra; Smith v. Moore (C. C. A. 9th) 199 
Fed. 689; Spencer v. Lowe (C. C. A. 8th), 198 Fed. 
961. If, however, the result was that the corporate 
entity theory was disregarded, it is a case where it 
may properly be disregarded as to hold otherwise 
would result in tax evasion. McCashill Co. \ v. 
United States, 216 U. S. 504; United States y. 
Milwaukee Refrigerator Transit Co., 142 Fed. 247. 

39760—29-3 i ; 
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ARGUMENT 

I 

Corporate earnings credited to appellant’s account on the 
books of the Hadley-Dean Glass Company during 1917 
and 1918 constituted taxable dividends to him for 
those years to the extent that they were so treated by 
the Commissioner of Internal Revenue 

The entire earnings of the Hadley-Dean Glass 
Company for the years 1917 and 1918 were credited 
to the accounts of its chief stockholders on the 
books of the corporation, except that Heffeman, an 
employee, who owned 1 share of the 200 outstand¬ 
ing shares, was paid in cash his proportionate part 
of the earnings for each year. The balance of the 
earnings were credited in equal amounts to the ac¬ 
counts of the taxpayer, who owned 94 shares of 
stock, and his father-in-law, who owned 105 shares. 
The Commissioner in auditing the returns for the 
taxpayer and the corporation made several adjust¬ 
ments in the amounts credited to the stockholders 
for taxes accruing against the income of the cor¬ 
poration and other items, and made an adjustment 
of the distribution of earnings on the basis of a 
stock ownership of the two principal stockholders. 
The result was that of $60,865.23 credited to the 
taxpayer’s account for 1917, only $56,350.83 was 
treated as a dividend by the Commissioner, and of 
a similar credit of $62,567.49 for 1918, only $27,- 
603.71 was taxed as a dividend. (R. 13-14.) 

These facts are important for they show that the 
taxpayer was not required to pay a tax on any 
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greater amount of dividends than he would have if 
the corporation had formally declared and paid div¬ 
idends equivalent to all of its available earnings hs 
it had in years preceding 1910. The act of credit¬ 
ing the entire earnings to the stockholders’ ale- 
counts for the years involved, and in fact for 411 
years subsequent to 1910, the date of the last dis¬ 
tribution effected by a formal declaration of diyi- 
dend, showed an intention to continue the policy of 
distributing to the stockholders all available earr¬ 
ings. Therefore, the computation by which the 
Commissioner ascertained the available earnings 
and the share to which the taxpayer was entitled on 
the basis of his stockholdings resulted in determin¬ 
ing a distribution to the taxpayer of the same 
amount that the corporation would have determined 
if it acted with due formality. There is, therefore, 
no basis for the appellant’s contention in his brief, 
page 23, that the amount upon which he was taked 
was an arbitrary and fictitious smn. 

The sole question is whether these credits repre¬ 
sented distributions made by the corporation from 
its earnings or profits within the meaning of the 
Revenue Acts of 1917 and 1918. 

The appellee freely admits that in the case of an 
ordinary corporation where the stock is held by a 
number of persons and control is exercised by a 
board of directors functioning in a representative 


capacity distributions of the profits of the corpora¬ 


tion are normally made pursuant to a formal decla¬ 


ration of dividends and payment is effected by 
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dividend cheeks. That distributions are normally 
made in such manner by such corporations does not 
establish that they may not be made otherwise by a 
corporation similar to this one where two of the 
stockholders owned all of its capital stock except 1 
share and conducted its operations as if the busi¬ 
ness belonged to them. 

The Circuit Court of Appeals for the Sixth Cir¬ 
cuit in Chattanooga Sav. Bank v. Brewer, 17 F. 
(2d) 79, certiorari denied, 274 U. S. 751, recognized 
that a distribution of corporate earnings may be 
made otherwise than by formal action of the Board 
of Directors. In that case two individuals owned 
all of the capital stock of a corporation, and during 
1920 withdrew funds from the business from time 
to time without any corporation action or au¬ 
thority, charging the withdrawals to themselves on 
the books of the corporation. The amounts with¬ 
drawn were almost proportionate to their stock¬ 
holdings, and the final withdrawals for the year 
brought the totals into exact proportion to the 
stockholdings. On July 14, 1921, the directors of 
the company declared a dividend equal in amount to 
their combined withdrawals and credited the divi¬ 
dend to their accounts. The Commissioner treated 
the dividends as taxable income for 1920 rather 
than 1921, and the taxpayer brought suit to re¬ 
cover the additional tax assessed as a result. Both 
the District Court and the Circuit Court of Ap¬ 
peals sustained the Commissioner’s decision that the 
withdrawals represented dividends and not loans 
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I 

as contended by the taxpayer. That case is aur 
thority not only for the principle that a distribu¬ 
tion of corporate earnings may be effected by 
common consent of the stockholders without formal 
action on the part of the Board of Directors but 
also for the principle that a distribution so effected, 
even though it may be made in the guise of some¬ 
thing else, will be subject to Federal income tax as 
dividends. 

The same principle was recognized in Botany 
Worsted Mills v. United States, 276 U. S. 611. Iji 
that ease the Supreme Court held that where the 
directors of a corporation were paid a bonus based 
on a percentage of profits in addition to stated sal¬ 
aries and the amounts paid were greatly in excels 
of the compensation ordinarily paid for directors’ 
services, the inference (in the absence of findings 
of fact as to the nature, extent or value of the serv¬ 
ices) must be that the unusual and extraordinary 
amounts paid to the directors were not in fact coni- 
pensation for their services, deductible as such by 
the corporation, but merely a distribution of a fixed 
percentage of profits having no relation to the serv¬ 
ices rendered. To the same effect are Jacob 
Davies v. Anderson (C. C. A. 2nd), 228 Fed 505; 
Becker Bros. v. United States (C. C. A. 2nd), :7 

J 

F. (2d) 3; United States v. Philadelphia Knitting 
Mills Co. (C. C. A. 3rd), 273 Fed. 657. 

If imder such circumstances the distributions 
bear a close relationship to stockholdings, not nec¬ 
essarily an exact relationship, they are taxed to the 
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recipients as dividends under Article 106 of Regu¬ 
lations 45, the regulations here involved. This ar¬ 
ticle has been followed in regulations adopted un¬ 
der later revenue statutes and now has the force 
and effect of law, Sivigart v. Baker, 229 U. S. 
187; United States v. Hermanos y Compagnia, 209 
U. S. 337. 

The appellant apparently concedes that stock¬ 
holders receiving distributions of corporate earn¬ 
ings, otherwise than by a formal declaration of 
dividends, may be subject to Federal income tax 
upon such distributions, but denies that the prin¬ 
ciple is applicable to his case, for on page 18 of his 
brief he says: 

If the taxpayer had repeatedly drawn 
upon the earnings of the corporation and 
was before this Court with a plea that he had 
borrowed sums from the earnings but did not 
intend to withdraw them from the business, 
it is conceived that the taxpayer would be 
in a very absurd position, but instead the 
taxpayer comes in with a record of not hav¬ 
ing done so. 

The appellant’s position is that he made no with¬ 
drawals of corporate earnings during the years in¬ 
volved and that he could not be taxed on the sums 
credited to him except to the extent that there were 
actual withdrawals. The record does not establish 
that there were no withdrawals, but if it did, it does 
not follow that the appellant could not be taxed on 
the earnings credited to him which he could have 
withdrawn but did not. 
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It should be noted that from the beginning of 
the business, the appellant and his father-in-law, 
the two principal stockholders, had a drawing ab- 
count with the Hadley-Dean Glass Company to 
which their salaries, rents, and other debts owing 
them by the corporation were credited. (R. 

13.) The last dividend formally declared by the 
corporation in 1909 was credited to these accoimts. 
Whether dividends previously declared were so 
credited does not appear, although in 1910 the 
appellant had to his credit, $72,659.25. (R. 15.) 
From 1910 up to and including 1918, the practice 
of dividing the earnings of the corporation between 
the three stockholders was continued, Heffernan, 
the third stockholder, who owned 1 share, beihg 
paid his prorata share in cash, and the other two 
stockholders having the earnings credited to thbir 
accounts. (R. 13.) 

In 1918, due no doubt to advantages in tax lia¬ 
bilities desired to be obtained, this practice of divid¬ 
ing earnings was discontinued and earnings thefe- 
tofore credited were claimed as surplus. (R. 15.) 

It has not been denied that the appellant was En¬ 
titled to draw upon his accoxmt with the corpora¬ 
tion as to salaries, rents, and other amounts dhe 

i 

him by the corporation, but only that he was en¬ 
titled to draw upon this account as to corporate 
earnings. Yet the credits were made in exactly the 
same manner. The inference that he did not with¬ 
draw any of the corporate earnings credited to his 
accoimt is founded primarily on the fact that his 
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withdrawals did not exceed the amount standing 
to his credit on January 1, 1910, amounting to 
$72,659.25, plus the sums credited after that date 
on account of salaries, interest, and other items 
exclusive of corporate earnings. 

This fact does not establish that the amounts 
actually withdrawn represented something other 
than earnings. There is no presumption as to the 
source of any withdrawal and the appellant’s con¬ 
tention, that he did not withdraw earnings because 
he received salary and rentals in sufficient amounts 
to obviate the necessity of withdrawing them as¬ 
sumes a priority that is not established. The 
withdrawals were made indiscriminately from the 
aggregate amounts standing to the taxpayer’s 
credit and were governed by his wishes and needs 
and not in any degree by the sources of the credits 
exhausted by the withdrawal. In the years 1912, 
1916, and 1917 his withdrawals exceeded the sum 
credited to him for salaries, rents, interest, and 
payments other than corporate earnings, and in 
1912 and 1917 the sum withdrawn greatly exceeded 
all credits. (R. 14r-15.) If the unexplained item 
of $72,659.25 credited as of January 1, 1910, be 
disregarded, the drawings from 1910 to 1918 did 
include much more than the credits given for said 
years for salaries, rents, et cetera, and the appel¬ 
lant did draw extensively upon the earnings of the 
corporation for said years. 

Whether he actually withdrew aU of the earn¬ 
ings credited to his account is immaterial if, in fact. 
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he could have done so and at all times had thein 

j 

within his controL The conclusion is inescapable 
that in respect to the earnings of the corporation 
as well as in respect to salaries, rents, and other 
payments due him by the corporation, he could 
draw upon the credits at will. The facts plainly 
show a settled policy of the corporation to divide 
its earnings annually, at first by formal declara¬ 
tion of dividends and later by a simple division bf 
earnings between them. Moreover, that Heffernaii, 
the minority stockholder, received his exact pro¬ 
portion of the earnings in cash, discloses this in¬ 
tention. The two stockholders thus scrupulously 
recognized Heffeman’s right as a minority share¬ 
holder, but reserved to themselves the right of with¬ 
drawing earnings at will. The credits which w^re 
made by the appellant’s father-in-law with his 
know'ledge served the purpose of making the eai|n- 
ings available to them. The credits must have been 
intended to accomplish something definite ajad 
practical. The surrounding circumstances ^ow 
unmistakably that the thing accomplished was a di¬ 
vision of profits. The fact that they did not with¬ 
draw the amounts at once or even that they allowed 
the corporation to use the earnings, subject to their 
demand, in the same way that they permitted the 
corporation to use other funds credited to them, 
does not controvert the existence of the right |it 
self. 

The appellant’s contention that the crediting! of 
earnings to the two principal owners could not have 
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been intended to vest them with ownership thereof, 
because large sums were required in the business to 
maintain a cash purchasing policy, is not supported 
by the facts. This policy could still have been 
maintained if the taxpayer and his father-in-law 
had decided to allow the corporation to retain the 
amounts due them as loans. Moreover, it does not 
appear that the withdrawal of the amounts credited 
would have injured the business. For instance, in 
1917 the appellant withdrew $96,295.78, an amount 
greatly in excess of his credits for that year, and 
yet at the end of the year the corporation had cash 
in the smn of $88,175.05; accounts receivable 
amounting to $75,418.78; and was indebted in ac¬ 
counts payable only in the amount of $3,158.76. 
Clearly this withdrawal would not have interfered 
with the corporation’s cash purchasing policy in 
1918. 

It is apparently not denied that there was a sur¬ 
plus out of which the sums credited to the appellant 
and his father-in-law could have been taken with¬ 
out injuring the creditors. 

This fact, the fact that there was clear evidence 
of an intent to distribute the earnings, and the 
fact that they were subject to withdrawal at any 
time, distinguish the case materially from Park v. 
Gilligan, 293 Fed. 129, Eaton v. English <& Mersick 
Co. (C. C. A. 2nd), 7 F. (2d) 54, and Davidson 
Case Lumber Co. v. Hotter, 14 F. (2d) 137, relied 
upon by the appellant. It is true that in the Park 
case, it was held by the District Court for the 
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Southern District of Ohio that dividends credited 
to stockholders on the books of the corporation 
were taxable as income only to the extent actually 
drawn out by them, but the facts in that case Ido 
not indicate that the corporation involved was a 

I 

close corporation, that the credit was made by j:he 
persons in control of the corporation, or that the 
earnings became available to them as soon as the 
credits were made. i 

The English d- Mersick Co. case and the David¬ 
son cf Case Lumber Co. decision held that the ac¬ 
cumulated profits of a corporation, credited on the 
corporation’s books to individual stockholders! in 
proportion to their stock, which were neither de¬ 
clared as dividends nor distributed but which Ire- 
mained in the treasury and were used in the busi¬ 
ness of the corporation, represented “invested 
capital” within the meaning of the Revenue Act 
of 1918. Even if those cases had further decided 
that the amounts so credited were not taxable in¬ 
come to the stockholders, it is pointed out that 
there was no evidence there of a division of profits 
by common consent or that the credits were treated 
as a fund on which the stockholders might dravt at 
will. In the English & Mersick Co. case, that 
could not have been the situation, for the reason 

i 

that the surplus was represented by plant, fixtures, 
and stock-in-trade and not by cash or other liquid 
assets. Furthermore, in that ease the Board| of 
Directors had attempted to adopt a resolution 

I 

declaring a dividend and the resolution had 
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not conformed to the Oonnecticnt statute on tibe 
subject. 

But the appellant says that to treat the corpo¬ 
rate earnings as dividends when credited to the 
stockholders’ accounts is to disregard the corpo¬ 
rate entity doctrine and to confuse the corporation 
with its stockholders. 

There is no reason to consider that the imposition 
of a tax on coiporate earnings credited to the ac¬ 
counts of the stockliolders and unqualifiedly sub¬ 
ject to their demand constitutes an encroachment 
upon the principle that a corporation and its stock¬ 
holders are separate entities. It is a well-settled 
principle of general law as well as of tax law that a 
distribution of corporate earnings may be accom¬ 
plished without formal action on the part of the 
Board of Directors. Griffin v. Brody, Adler <& 
Koch Co., 167 K. Y. S. 725; Central of Georgia By. 
Co. V. Central Trust Co., 69 S. E. 708; Atherton v. 
Beaman (C. 0. A. 1st), 264 Fed. 878; Smith v. 
Moore (C. C. A. 9th), 199 Fed. 689; Spencer v. 
Lowe (0. C. A. 8th), 198 Fed. 961; Barnes v. 
Spencer & Barnes Co., 127 N. W. 752. 

If, however, taking the view that the corporate 
earnings became taxable income to the stockholders 
when credited to their accounts, is to disregard the 
corporate entity doctrine, the answer is that that 
doctrine is frequently disregarded when to do other¬ 
wise would result in the accomplishment of fraud 
or an unlawful object. On page 39 of his brief 
appellant has cited McCaskill Co. v. United States, 


216 U. S. 504, and several other eases as authority 
for the propositicm that a corporation’s entity will 
not be disregarded except in cases of fraud. This 
statement is too broad and is not warranted by tjie 
decisions cited by appellant. For example, the 
quotation from the McCmkill case in Ms briief 
is followed by tMs statement of the United States 
Supreme Court (216 U. S. 504, 515): 

* * * A growing tendency is therefore 
exhibited in the courts to look beyond the 
corporate form to the purpose of it and to 
the officers who are identified with that pur¬ 
pose. Illustrations are given of this in Cook 
on Corporations, §§ 663, 664, and 727. Tlie 
principle was enforced in this court in Sivn^ 
mans Creek Coal Compcmy v. Doran, 1^ 
U. S. 417. In that ease a corporation 
claimed title to land through a deed of its 
corporators, one of whom became its presi¬ 
dent. Of the effect of this the court said: 
Associated together to cany forward a com¬ 
mon enterprise, the knowledge or actdal 
notice of all these corporators, and the presi¬ 
dent was the knowledge or notice of the com¬ 
pany, and if constructive notice bound them 
it bound the company.” 

In M. Lowensfein <& Sons v. British-Americmi 
Mfg. Co., 300 Fed. 853, it was held that while in 
theory a corporation is a distinct entity from the 
persons controlling: it, this distinction will be dis¬ 
regarded where a recognition of it would permit 
the perpetration of a fraud or the accomplishment 
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of an unlawful object, and in United States v. Mil¬ 
waukee Befrigerator Transit Co., 142 Fed. 247, 
255, it was held that while a corporation would be 
looked upon as a legal entity until sufficient reason 
to the contraiy appeared, that notion should not be 
used “to defeat public convenience, justify wrong, 
protect fraud, or defend crime.” 

It is submitted that if a decision that the credits 
involved in this case made available to the appel¬ 
lant taxable dividends does disregard the corpo¬ 
rate entitv doctrine, no better illustration could be 
found of a ease where that doctrine should be dis¬ 
regarded. If it should be held that the making of 
the credits did not cause the earnings to become 
dividends to the stockholders because of the corpo¬ 
rate entity doctrine, the result would be a recog¬ 
nition that a corporation may subject its earnings 
to withdrawal by its stockholders and yet prevent 
them from becoming taxable income to the stock¬ 
holders by the mere device of refraining from de¬ 
claring a dividend by formal action. No sugges¬ 
tion of fraud is necessary to support the conclu¬ 
sion that the result justifies a departure from the 
corporate entity doctrine, if such departure is re¬ 
quired to avoid these consequences. 

In Irwin v. Gavit, 268 U. S. 161, 166, it was 
said: 

* * * If these payments properly 
may be called income by the common un- 
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derstanding of that word and the statute 
has failed to hit them it has missed so much 
of the general purpose that it expresses at 
the start. 

It is submitted that in this case everything whs 
done to make the corporate earnings available to 
the stockholders, that this appellant drew upon 
them at will, and that he should not be permitted to 
escape tax upon them on the mere technicality that 

I 

there was no formal declaration of dividends. 


II 


It is not material to the issue here involved whether t)ie 
taxpayer rendered his returns on the cash receipts 
and disbursements basis or on the accrual basis, but 
if a different rule should apply in the latter case, the 
taxpayer did not sustain the burden of proving to 
the Board of Tax Appeals that his returns were ren¬ 
dered on the cash receipts and disbursements bas^ 

On the theory of the case which has been set forth, 

it is not material whether the books of the tax¬ 
payer were kept on the cash receipts and disburse- 

ments basis or on the accrual basis or whether his 
returns were rendered on the one basis or the other. 
If his returns were filed on the accrual basis it is 


evident that everything necessary to an accrual of 
the income was accomplished when the credits were 

i 

made. The fact that adjustments were subse¬ 
quently effected by the Commissioner so as to make 
the credits conform to the actual available earnings 
is not material, as it is not essential to an accrual that 
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the amount accrued be the final deduction allowed. 
Errors may be corrected. In United States v. 
Anderson, 269 U. S. 422, the Supreme Court said 
that the basic idea under the accrual system of ac¬ 
counting was that the books should immediately re¬ 
flect obligations and expenses definitely incurred and 
income definitely earned without regard to whether 
payment has been made or is due. See also Ameri¬ 
can National Co. v. United States, 274 U. S, 99. 

If, on the other hand, the returns were filed on 
the cash receipts and disbursements basis, then the 
doctrine of constructive receipt applies, and the 
earnings credited to the appellant’s account, being 
constructively received when credited, constituted 
taxable income to him at that time. Article 4, 
paragraph 51, of Regulations 33, supra, states that 
there is a constructive receipt of income when it is 
“credited to or made available to recipients,” and 
is to be reported at that time. Article 53 of Regu¬ 
lations 45, supra, provides that income which is cred¬ 
ited to the account of or set apart for a taxpayer and 
may be drawn upon at any time is taxable for the 
year during which it is so credited or set apart and 
Article 54 provides that dividends on corporate 
stock are subject to tax when set apart for the stock¬ 
holder, although not yet collected by him. Inas¬ 
much as the earnings credited to the appellant’s 
account were unqualifiedly subject to his demand 
at any time, the entry of the credits fulfilled all re¬ 
quirements as to constructive receipt under these 





Regulations which were issued under the Revenue 
Act of 1918. While Regulations 33, applicable td 
the year 1917, do not contain these express provir 
sions, there is no reason why a different rule should 
apply to that year. 

The decisions of the Board of Tax Appeals on 
the question of constructive receipt are in harmony 
with the decision in this case. Exactly the same 
conclusion was reached on similar facts in W. Bi. 
Brooks V. Commissioner of Internal Revenue, 12 

I 

B. T. A. 31. Krieg Tanning Co. v. Commissioner of 
Internal Revenue, 4 B. T. A. 1081, cited on page 21 

I 

of appellant’s brief, is distinguishable on the facts. 
In that case a bookkeeper without authority from 
the directors credited the earnings of the corpora¬ 
tion to the accounts of the stockholders but the 
amounts so credited were subsequently closed intd 
the surplus account of the corporation; the eami- 
ings were used in the business and there was nb 
evidence that the stockholders could have withh 
drawn them. The Board properly held that thp 
bookkeeper’s error should not be controlling and 
that the stockholders were not taxable with rq- 
spect to the credits. The situation here is very dif¬ 
ferent. The credits were made by one principal 
stockholder with the assent of the other and they 
were subject to withdrawal. 

The Appeal of A. L. Englander, 1 B. T. A. 760, 
Appeal of H. C. Couch, 1 B. T. A. 103, Appeal of 
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Nicholas J. Maisel, Jr., 2 B. T. A. 66, and Appeal 
of John A. Brander, 3 B, T. A. 231, which appel¬ 
lant has cited, all have reference to constructive 
receipt of salaries. In all of these eases, with the 
exception of the Brander case, the Board found 
that the sums represented by the credits were not 
available to the taxpayers. In the latter case, 
which supports the Government’s position in the 
instant ease, it was held that where salary was 
credited to the account of an officer who, with one 
other person, controlled the corporation and where 
the corporation was able to pay the compensation, it 

was taxable for the vear in which credited. That 

%/ 

is the situation with respect to the credits for 
dividends in the instant case. 

In the event that a different rule should be ap¬ 
plied to the facts in this case, if the taxpayer filed 
his returns on the cash receipts and disbui'sements 
basis, it should be noted that the Board failed to 
make a finding as to the basis on which the returns 
were filed and in its opinion made the following 
explanation (R. 17-18) : 

A question of first importance is left en- 
tirelv unanswered bv the evidence, and that 
is whether the petitioner accounted for his 
income on the basis of actual receipts or on 
the basis of accruals. The stipulation ig¬ 
nores the question and Hadley as a witness 
did not know. Clearly on the accrual basis 
the credits were income. On the receipts 
basis, the evidence leaves it too uncertain 



33 


to sustain the petitioner. Having it eh- 
tirely within his power to withdraw the 
earnings, having caused the corporation to 
credit the amount, together with other sub¬ 
stantial amounts, to his personal account, 
and having in fact withdrawn amounts in¬ 
discriminately from this personal credit, 
there is substantial warrant for the Com¬ 
missioner’s determination, and in our opin¬ 
ion the petitioner has not proven his cauSe. 


The Board had an opportunity to consider the 
testimony of Hadley, the appellant, and found it 
insufficient to establish that his returns were filfed 
on the cash receipts and disbursements basis. The 
burden of proving every fact necessary to the taix- 
payer’s ease before the Board of Tax Appeals wjas 
upon the taxpayer, under Rule 30, Board of Tax 
Appeals, and this court will not reverse the Board’s 
decision merely for a difference of opinion as to the 
weight of the evidence. W. K. Henderson Iron 
Works and Supply Co. v. Blair, 25 P. (2d) 538. 
See also Avery v. Commissioner of Internal Rev¬ 
enue (C. C. A. 5th), 22 F. (2d) 6; Royal Packing 
Co. V. Commis.sioner of Internal Revenue (C. 0. A. 
9th), 22 F. (2d) 536; Bishoff v. Commissioner 
(C. C. A. 3rd), 27 F. (2d) 91. 

The arguments of the appellant in this respect 
and other respects are chiefly directed to the con¬ 
clusions which the appellant thinks the Boa[rd 
should have reached from the evidence before it. 
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It is submitted that the evidence in the ease, which 
has been fully discussed, amply supported the 
findings of the Board upon the points urged as hav¬ 
ing been decided erroneously by the Board, and 
that it could have made no decision other than the 
one which it did reach in this case, namely, that 
the earnings of the Hadley-Dean Glass Company 
became taxable income to the taxpayer when 
credited to his account, to the extent that there 
were available earnings for distribution, irrespec¬ 
tive of whether the returns of the taxpayer were 
rendered on the accrual basis or on the cash re¬ 
ceipts and disbursements basis. 

CONCLUSION 

For the years 1917 and 1918 the appellant was 
taxed on the same proportion of the corporate 
earnings credited to his account during those years 
as he would have been taxed upon had the corpora¬ 
tion made a formal declaration of dividends and 
distributed its earnings pursuant thereto. The 
findings of fact of the Board establish conclusively 
that the earnings so credited were subject to his ab¬ 
solute control and disposition and could have been 
withdrawn at any time, whether or not they were 
actually withdrawn. Under these circumstances 
the action of the Commissioner in taxing the appel¬ 
lant upon the credits in question, to the extent that 
they represented corporate earnings available for 
distribution to him, was proper and the decision of 
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the Board sustaining the action of the Conunis 
sioner should be affirmed by this court. 
Respectfully submitted. | 
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